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Ontario  Economic  Council  this  year  is  issuing  two  papers.  One  concentrates 
on  the  subject  of  private  business  investment,  the  other  on  the  regulatory 
activities  of  governments.  In  addition,  we  are  publishing  an  update  of  the 
economic  projections  of  the  Ontario  economy  to  1987,  first  published  last 
year  and  prepared  by  economists  at  the  Institute  for  Policy  Analysis  at  the 
University  of  Toronto. 

The  purpose  of  these  papers,  as  of  those  published  earlier  in  this  series,  is 
to  highlight  major  issues  as  we  see  them,  to  stimulate  informed  public  debate 
on  these  issues  and  to  provide  a  framework  for  discussion  about  possible 
improvements  in  government  policies. 

In  the  Council’s  view  this  paper  focusses  on  one  of  the  major  questions 
facing  Ontario  at  present:  how  to  increase  private  business  investment  and, 
along  with  it,  productivity  and  employment.  Consideration  is  given  to  the 
characteristics  of  private  investment,  its  development  over  recent  years  and 
the  impediments  to  its  growth.  In  addition  some  suggestions  are  offered 
about  what  policy  changes  might  be  adopted  to  increase  the  level  of  business 
investment. 

Much  of  the  work  in  preparing  this  paper  was  done  by  John  Popkin 
which  we  gratefully  acknowledge.  In  addition,  we  are  grateful  for  the 
assistance  provided  for  the  sections  dealing  with  specific  industries  by  several 
persons  directly  associated  with  the  industries  in  question. 

It  is  the  Council’s  hope  that  this  report  will  focus  attention  on  this 
important  issue  and  thereby  contribute  to  the  improvement  of  policies  in 
this  area  at  all  levels  of  government. 

While  each  member  of  the  Ontario  Economic  Council  does  not  neces¬ 
sarily  subscribe  to  everything  contained  in  this  report,  the  report  does  reflect 
a  consensus  of  the  members. 


G.  L.  Reuber 
Chairman 
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Summary  and  Recommendations 


It  is  universally  acknowledged  that  the  Canadian  economy  faces  serious 
difficulties  in  the  years  ahead;  the  unemployment  rate  is  unacceptably  high, 
as  is  the  rate  of  inflation.  Output  is  well  below  potential.  Recovery  is 
expected  to  be  slow.  And  it  is  questionable  whether,  without  some 
fundamental  policy  changes,  even  a  fully  employed  economy  will  generate 
the  increased  flow  of  goods  and  services  that  Canadians  have  come  to  expect 
as  a  result  of  the  rapidly  rising  living  standards  experienced  in  the  past 
several  decades. 

The  factors  that  contributed  to  our  current  and  continuing  difficulties 
are  both  many  in  number  and  inter-related  in  an  exceedingly  complex 
manner.  Opinions  differ  markedly  about  their  relative  importance.  But  one  is 
universally  accepted:  some  of  the  adverse  forces  were  international  in  origin 
and  some  were  of  our  own  making.  And  the  future  course  of  the  Canadian 
economy  will  continue  to  depend  upon  trends  in  the  international  economy 
and  upon  domestic  policies. 

Although  Canada  can  have  some  influence  upon  international  develop¬ 
ments,  both  directly  through  our  international  trade  and  investment  activ¬ 
ities  and  indirectly  through  our  influence  on  the  economic  policies  of  other 
nations  and  international  agencies,  our  impact  on  international  develop¬ 
ments,  though  not  insignificant,  is  likely  to  remain  marginal  compared  to 
that  of  the  major  actors:  the  U.S.,  the  European  Common  Market  and  Japan. 

While  it  would  be  foolish  to  ignore  the  fact  that  the  international  economy 
imposes  severe  constraints  on  the  Canadian  economy,  it  would  be  equally 
foolish  to  fail  to  recognize  that  changes  in  the  world  economy  can  offer 
important  opportunities,  perhaps  even  more  so  because  our  influence  on  that 
economy  is  marginal.  Smallness  has  its  advantages  as  nations  such  as  Sweden 
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and  Switzerland  have  demonstrated.  As  alternative  domestic  economic 
policies  are  considered  we  should  constantly  take  into  account  the  oppor¬ 
tunities  for  Canada  in  the  world  economy.  This  said,  one  should  also 
recognize  that,  in  the  near  term,  the  prospect  of  continuing  slow  and 
hesitant  economic  growth  among  the  major  industrialized  countries  of  the 
world  will  result  in  even  greater  competitive  pressures  in  international  trade 
and  increase  the  demand  within  the  countries  to  which  we  export  for  greater 
tariff  and  other  kinds  of  protection.  This  suggests  that  international 
developments  in  the  next  five  years  or  so  will  tend  to  reinforce  rather  than 
alleviate  the  present  weakness  in  the  Canadian  economy.  High  relative  costs, 
low  rates  of  corporate  profitability  and  cash  flow,  a  high  degree  of  business 
uncertainty  and  disruptive  labour/management  conflicts  will  all  have  mag¬ 
nified  negative  effects  upon  Canadian  employment,  prices  and  output 
because  of  the  greatly  increased  degree  of  international  competition.  The 
performance  of  the  Canadian  economy  over  the  next  few  years  will  depend, 
in  no  small  measure,  upon  how  our  attitudes,  practices  and  policies  change 
with  respect  to  work,  investment  and  innovation  relative  to  the  changes  that 
occur  in  other  countries.  In  some  fields  Canadians  need  not  only  to  keep  up 
but  also  to  catch  up. 

This  paper  has  focused  on  business  investment.  Such  investment  plays  a 
key  role  in  the  renewal,  expansion  and  technological  advances  embodied  in 
the  capital  stock  of  the  country.  The  size  and  quality  of  this  stock  is  a  prime 
determinant  of  our  future  economic  prosperity.  A  central  issue  facing 
Canada,  from  the  standpoint  of  increasing  employment  and  output  and 
stabilizing  prices  in  the  future,  is  how  to  increase  and  upgrade  the  quality  of 
our  capital  stock  through  increased  business  investment. 

Before  proceeding  with  the  discussion  of  our  recommendations  concern¬ 
ing  business  investment,  we  must  make  explicit  the  time  dimension  we  have 
in  mind.  We  are  not  suggesting  stimulants  to  business  investment  as  an 
immediate  “solution”  to  Canada’s  current  economic  difficulties.  With  sub¬ 
stantial  productive  capacity  already  overhanging  the  economy  it  would  be 
extremely  difficult  to  induce  additional  private  business  investment  at  this 
time  except  in  special  circumstances  (e.g.  the  Alaskan  pipeline).  Rather  we 
are  speaking  about  policy  changes  to  be  made  in  the  near  term  that  would 
start  bearing  fruit  a  few  years  from  now  when  the  economy  will,  with  good 
luck  and  good  management,  once  again  be  operating  close  to  its  potential. 

A  variety  of  factors  that  have  influenced  business  investment  in  the  past 
have  been  reviewed.  Most  of  them  are  highly  interdependent.  At  the  risk  of 
over  simplification  one  may  categorize  the  principal  barriers  to  greater 
business  investment  in  recent  years  as  follows: 

1.  political  uncertainty  and  the  ever  increasing  intervention  of  govern¬ 
ments  that  impinge  on  the  business  decision-making  process; 

2.  inadequate  private  demand,  internationally  and  domestically; 
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3.  surplus  capacity  in  a  number  of  industries  reflecting  not  only  a 
general  lack  of  aggregate  demand  but  also  shifts  in  the  competitive 
position  of  particular  industries; 

4.  inadequate  rates  of  return  on  investment,  partly  because  of  low  levels 
of  demand  but  also  because  of  relatively  high  costs  of  labour  and 
other  inputs,  relatively  high  costs  of  complying  with  government 
regulations  and  policies,  and  the  increasing  costs  of  doing  business  in 
an  increasingly  politicized  economy; 

5.  a  relative  reduction  in  internal  cash  flows  for  investment  purposes 
because  of  lower  after-tax  profits  and  because  of  the  adverse  impact 
of  inflation  on  the  adequacy  of  depreciation  allowances  for  the 
replacement  of  older  machinery,  equipment  and  structures; 

6.  the  relatively  high  cost  (sometimes  expressed  as  “crowding  out”)  of 
external  financing  because  of  competition  from  the  public  sector 
domestically  and  the  higher  cost  of  financing  in  foreign  capital 
markets. 

Given  our  present  circumstances,  what  can  usefully  be  done  through 
government  policy  changes,  at  both  the  federal  and  provincial  levels  to 
increase  the  level  of  private  investment  in  the  time  horizon  we  have  in  mind? 

First  and  foremost  among  the  several  steps  required  to  place  the  econ¬ 
omy  on  a  different  path  is  a  continuation  and  in  some  cases  strengthening,  of 
our  current  efforts  to  realign  general  monetary  and  fiscal  policies.  As 
emphasized  by  the  Council  a  year  ago,  such  policies  need  to  be  geared  to 
medium  term  prospects  and  opportunities.  Attempts  at  “fine-tuning”  should 
be  avoided.  For  monetary  policy  this  means,  essentially,  increasing  the 
money  supply  at  a  rate  that  maintains  a  stable  relationship  to  increases  in 
real  output  and  allowing  interest  and  exchange  rates  to  move  freely  in 
response  to  market  forces.  As  far  as  fiscal  policy  is  concerned,  further  efforts 
are  needed  to  curb  the  growth  of  public  expenditures  at  all  levels  of 
government  so  that  they  no  longer  rise  more  rapidly  than  total  output  and 
preferably  less  rapidly.  Sustained  efforts  are  also  needed  to  reduce  govern¬ 
ment  deficits.  Considerable  progress  has  been  made  along  these  lines  during 
the  last  year  or  so,  particularly  in  Ontario,  but  more  remains  to  be  done. 

Would  a  federal  tax  cut  be  appropriate  now  in  order  to  stimulate 
aggregate  demand  —  recognizing  that,  in  the  short-term,  this  would  add  to 
the  deficit  which  is  already  frighteningly  large  (about  $8.5  billion  for  fiscal 
1977-78)?  It  also  has  to  be  admitted  that  a  large  deficit,  financed  by  the  sale 
of  federal  bonds  in  Canada,  would  tend  to  increase  interest  rates  which 
would  hardly  be  conducive  to  greater  domestic  investment  or  would  be 
floated  by  a  more  rapid  increase  in  the  money  supply  that  would  have 
inflationary  implications.  If,  on  the  other  hand,  the  requisite  federal  bonds 
were  sold  abroad  this  would  tend  to  increase  the  value  of  the  Canadian  dollar 
in  international  markets  —  and  this  would  not  be  conducive  to  increased 
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exports,  reduced  imports  and  increased  business  investment. 

Clearly  the  possibility  of  a  tax  cut  presents  a  kind  of  Hobson’s  choice  to 
government  decision  makers:  there  is  no  “answer”  that  does  not  have 
unfavourable  consequences.  About  all  that  can  be  said  is  that  a  valid  (but 
disputatious)  case  can  be  made  for  a  relatively  modest  tax  reduction  and  that 
the  most  appropriate  cut  would  apply  to  the  manufacturer’s  sales  tax  of  the 
federal  government  or,  preferably,  to  the  sales  taxes  of  the  provincial 
governments  plus  cuts  in  excise  taxes.  Sales  —  excise  tax  cuts  would  have 
two  advantages:  they  would  tend  to  reduce  domestic  retail  prices  and  also 
reduce  the  demand  for  cash  balances  which,  in  turn,  would  tend  to  minimize 
the  upward  pressure  on  interest  rates  resulting  from  increased  government 
borrowing. 

While  certainly  tempting,  it  probably  would  be  preferable  to  forego  the 
sales-excise  tax  reduction  in  the  near  term  unless  it  could  be  achieved  by 
cutting  anticipated  expenditures  so  as  not  to  increase  the  deficit.  When  the 
economy  is  operating  closer  to  its  potential,  fiscal  policy  could  then  become, 
once  again,  a  flexible  instrument  and  the  sales-excise  tax  cut  much  less 
dangerous.  Such  a  cautious  approach  may  delay  the  achievement  of  full 
employment  but  it  would  also  ensure  that  when  achieved,  it  would  be  firmly 
based  and  conducive  to  a  higher  rate  of  business  investment. 

While  general  monetary  and  fiscal  policies  necessarily  play  the  central 
role  in  determining  our  economic  outlook  and  hence  investment  prospects,  it 
is  evident  that  close  attention  should  also  be  given  to  a  wide  variety  of 
structural  policies.  To  date,  much  less  progress  has  been  made  in  redesigning 

these  policies  than  in  recasting  general  monetary-fiscal  policies.  Yet  it  is 
evident  that  many  specific  policies  have  had  important,  but  often  un¬ 
intended  and  unanticipated  effects  —  both  positive  and  negative  —  upon 
investment  in  this  country.  Too  frequently  such  specific  policies  have  been 
developed  on  a  piece-meal  basis  in  pursuit  of  non-economic  goals  without 
adequately  recognizing  their  cumulative,  indirect  effects  on  costs,  investment 
and  employment.  Examples  of  such  policies  are  found  in  such  diverse  areas 
as  environmental  policies,  land-use  policies,  agricultural  policies,  welfare 
policies,  regional  development  policies,  trade  and  industrial  policies,  resource 
policies,  labour  policies,  government  regulations  of  all  kinds,  and  so  forth. 

This  raises  a  host  of  complicated  questions  that  cannot  be  pursued  here. 
What  is  called  for  is  a  systematic  and  detailed  review  of  all  such  current 
policies  to  see  how  they  might  be  redesigned  to  make  them  less  costly  in 
terms  of  investment,  employment  and  price  stability  while  still  advancing 
their  primary  objectives  in  other  areas. 

This  provides  a  very  long  and  very  difficult  agenda  that  would  take  a 
long  time  to  complete.  Moreover,  a  high  degree  of  inter-governmental 
collaboration  and  cooperation  would  be  required  if  the  job  were  to  be  done 
well.  Nevertheless,  such  an  approach,  while  admittedly  extremely  difficult  to 
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implement  effectively  and  expeditiously,  should  be  an  essential  element  in 
our  post-controls  strategy. 

In  addition  to  continuing  to  realign  monetary  and  fiscal  policies,  and 
initiating  a  redesign  of  many  specific  policies  that  often  inadvertently  shape 
the  structure  of  the  Canadian  economy  perversely,  the  Council  believes  that 
consideration  should  be  given  to  some  particular  policies  that  might  serve  to 
increase  the  level  of  business  investment  in  this  country  particularly  if  the 
foregoing  steps  were  taken  to  create  favourable  conditions.  Among  the 
possibilities  that  might  be  considered  some  are  briefly  sketched  below. 

1.  Both  the  provincial  and  federal  governments  might  set  a  target  of 
“zero  net  cost-raising  measures”  for  a  number  of  future  years.1 
Under  such  an  arrangement,  new  government  measures  raising  costs 
to  employers  or  to  consumers  would  have  to  be  offset  by  policy 
changes  in  other  areas  that  would  reduce  costs  by  a  corresponding 
amount.  The  government  would  agree  to  table  in  the  House  a  report 
estimating  the  degree  of  fulfilment  of  the  target  at  regular  intervals. 
Such  an  approach,  if  effective,  would  stop  the  escalation  of  govern¬ 
ment  created  cost/price  pressures  that  have  been  deleterious  in  the 
past.  A  further  step,  of  course,  would  be  to  establish  a  target  rate  of 
decline  in  previously  legislated  cost/price  increases  bearing  on 
producers  and  consumers. 

2.  The  announced  increase  in  the  dividend  tax  credit  effective  January 
1978,  should  help  to  boost  equity  prices  and  thereby  reduce  the  cost 
of  equity  capital  to  Canadian  corporations.  Adoption  of  a  sym¬ 
metrical  treatment  of  capital  gains  and  losses  would  have  the  same 
desirable  impact. 

3.  When  sales  tax  cuts  can  be  introduced  it  would  be  highly  desirable  to 
ensure  that  the  burden  that  they  now  place  directly  on  business 
investment  be  eliminated. 

4.  Although  some  accord  now  seems  to  be  gradually  emerging,  the 
unseemly  tug  of  war  between  the  federal  and  provincial  governments 
concerning  the  level  and  allocation  of  tax  revenues  (broadly  defined) 
derived  from  Canadian  resource  industries  has  undoubtedly  deterred 
private  investment  in  that  sector  if  for  no  other  reason  than  it  has 
raised  the  level  of  uncertainty  in  which  investment  decisions  have 
had  to  be  made  to  intolerable  levels.  It  is  imperative  that  this  barrier 
to  additional  investment  be  removed  by  federal-provincial  agree¬ 
ments  with  respect  to  resource  taxation  that  are  realistic  from  an 
international  competitive  point  of  view,  are  of  a  long-term  nature 
and  are  promptly  announced. 

Given  the  current  low  level  of  business  investment,  an  inadequate  supply 

1  This  proposal  has  recently  been  made  by  Arthur  Okun,  a  former  member  of  the  Council  of  Economic 
Advisers  in  the  United  States  in  Challenge  November/December,  1977,  pp.  12-13. 
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of  funds  is  not  now  a  major  problem  restraining  the  volume  of  investment. 
However,  as  the  level  of  investment  gradually  accelerates,  led  by  energy  and 
resource  developments,  the  need  will  arise  to  redirect  a  larger  percentage  of 
domestic  saving  from  the  government  to  the  private  sector  and  from  short 
term  investment  instruments  to  longer  term  instruments  more  suitable  for 
financing  longer  term  capital  investments.  An  increased  flow  of  private 
savings  from  the  public  to  the  private  sector  could  be  encouraged  in  several 
ways.  The  largest  flow  to  the  government  sector  occurs  through  the  medium 
of  the  Canadian  Pension  Plan.  Consideration  should  be  given  to  depositing  at 
least  a  portion  of  the  net  contributions  (after  benefit  payments  and 
administrative  expenses)  in  a  special  trusteed  fund  in  each  province  to  be 
available  to  the  private  sector  on  a  competitive  bid  basis.  To  ensure  the 
maximum  availability  of  such  funds  to  finance  business  capital  investment  it 
might  be  desirable  to  limit  the  use  of  such  funds  to  equities  or  debt  with  a 
term  of  ten  years  or  longer. 

The  main  theme  running  through  many  of  these  suggestions  is  the 
desirability  of  shrinking  the  cash  requirements  of  all  levels  of  governments  to 
free  additional  private  savings  to  finance  the  increase  in  private  capital 
investment  that,  in  the  longer  run,  is  the  prerequisite  for  increased  produc¬ 
tivity,  the  restoration  of  our  international  competitive  position  and  a  re¬ 
duced  reliance  on  external  capital. 

The  foregoing  suggestions  by  no  means  exhaust  the  list  of  possibilities 
for  improving  the  climate  for  private  investment.  Nor  can  we  claim  to  have 
assessed  the  relative  merits  of  these  suggestions  in  any  detail.  These  proposals 
are  advanced  primarily  to  illustrate  that  there  are  a  number  of  avenues  to  be 
actively  explored.  Examining  and  developing  such  proposals  is  the  respon¬ 
sibility  of  both  the  provincial  and  federal  governments.  To  be  effective,  work 
on  such  proposals  will  require  close  collaboration  among  all  levels  of 
government. 

The  question  of  what  structural  changes  might  be  introduced  in  this 
country  through  government  policies  to  increase  the  level  and  efficiency  of 
business  investment  is  difficult  and  complicated  in  both  economic  and 
political  terms.  Nevertheless,  we  believe  this  is  an  issue  of  the  highest  priority 
if  Canada  is  to  achieve  higher  employment,  greater  price  stability  and  more 
rapid  economic  growth  in  the  foreseeable  future  as  well  as  to  advance  many 
of  the  other  national  objectives  to  which  most  members  of  our  society 
aspire. 
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The  Prospects  for  Business  Capital 
Investment  in  Ontario 


Introduction 

The  role  of  business  capital  investment  in  fueling  growth  in  the  economy 
and  creating  a  rising  standard  of  living  is  not  well  understood  or  appreciated 
by  the  general  public.  For  that  reason  when  such  factors  as  domestic  and 
international  trends,  governmental  regulations  and  public  attitudes  have  a 
negative  effect  on  the  investment  process  they  are  either  ignored  or  ineffec¬ 
tively  challenged. 

This  report,  with  particular  emphasis  on  the  situation  in  Ontario, 
describes  the  main  characteristics  of  the  investment  process,  the  criteria  that 
have  to  be  satisfied  in  reaching  an  investment  decision,  and  the  principal 
short-  and  long-term  influences  that  will  affect  the  volume  of  capital  spend¬ 
ing  over  the  next  five  years.  Also  discussed  are  potential  problems  in 
generating  the  How  of  savings,  both  in  volume  and  form,  required  to  finance 
the  level  of  investment  needed  during  this  period  to  improve  energy 
self-sufficiency  and  provide  the  industrial  capacity  to  allow  the  economy  to 
expand  at  its  potential  non-inflationary  growth  rate. 


The  historical  record 

Tables  A25  to  A28  in  the  appendix  record  the  volume  of  business  capital 
spending  in  Canada  and  Ontario  for  the  major  industrial  sectors  since  1965. 
Total  capital  spending,  excluding  housing,  has  contributed  roughly  the  same 
percentage  to  economic  growth  in  Ontario  as  in  Canada  as  a  whole,1  while 
the  proportions  of  total  capital  investment  in  Ontario  devoted  to  the 

JOver  the  past  ten  years  current  dollar  investment  averaged  roughly  18  percent  of  GNE  for  Canada  as 
a  whole  and  MVi  percent  of  GDP  for  Ontario. 
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primary  and  manufacturing  industries  has  been  respectively  one-half  of  and 
one-third  greater  than  that  for  the  entire  country.  Percentages  of  total 
investment  contributed  by  the  utilities,  trade,  and  financial  services  have 
been  roughly  similar  to  the  national  percentages.  Buoyant  business  capital 
spending  in  Ontario  over  the  next  five  years,  or  longer,  will  be  encouraged  by 
vigorous  growth  in  the  manufacturing  sector.  Capital  spending  in  the 
housing,  trade,  commercial,  and  institutional  sectors  is  likely  to  play  a 
supportive  rather  than  a  stimulating  role  in  total  capital  spending. 

Cyclical  characteristics  of  business  capital 
investment 

Historically,  business  capital  investment  has  been  a  major  source  of 
instability  in  the  Canadian  economy. 

The  average  annual  growth  rate  and  percentage  deviations  from  the 
growth  trend  for  major  sectors  of  the  Canadian  economy  for  the  period 
1948-70  were  as  shown  in  Table  1.  In  a  more  recent  study  by  the  Conference 
Board  in  Canada,  commissioned  by  the  Business  Council  on  National  Issues, 
a  similar  cyclical  pattern  is  evident,  as  illustrated  in  Table  A1  in  the 
appendix.  Tables  A2  and  A3  illustrate  the  frequency,  allocation,  and  lead  or 
lag  characteristics  of  the  investment  cycle  in  the  post-war  period. 

Table  1 


Growth  and  Variations  in  Business  Investment  by  Sector:  Canada  1948-70 


Expenditure  sector 

Average  annual 
growth  rate  (%) 

Average  deviations 
from  trend  (%) 

Consumer 

4.8 

2 

Government 

5.3 

6 

Housing 

4.1 

11 

Non-residential  construction 

4.7 

10 

Machinery  &  Equipment 

4.9 

11 

Total  Gross  National  Expenditure 

5.0 

2 

Source:  Toward  a  More  Stable  Growth  in  Construction  (Economic  Council  of  Canada) 

p.  100 


As  a  general  observation,  the  residential  construction  cycle  is  shorter 
(four  to  five  years),  more  regular,  and  tends  to  peak  in  advance  of  general 
business  activity  in  comparison  with  the  non-residential  construction  cycle, 
which  is  longer  (twelve  to  thirteen  years)  and  tends  to  lag  behind  the  peak  in 
over-all  activity.  While  the  machinery  and  equipment  cycle  appears  to  come 
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under  the  influence  of  the  long  construction  cycle,  it  also  has  superimposed 
on  it  a  four-  to  five-year  cycle. 

Industries  vary  considerably  in  their  contribution  to  instability  in  non- 
residential  construction,  as  illustrated  in  Table  A4.  Transport,  government 
mining,  utilities,  services,  and  manufacturing  accounted  for  80  percent  of  the 
instability  contributed  by  non-residential  construction.  Within  the  manufac¬ 
turing  sector,  pulp  and  paper,  primary  metal,  and  the  automobile  and 
transportation  equipment  industries  accounted  for  one-half  of  the  instability 
in  this  sector,  while  petroleum,  coal,  and  chemical  industries  accounted  for 
an  additional  20  percent.  In  an  analysis  of  the  causes  of  instability  in  the 
non-residential  construction  industry  for  the  years  1955-68,  the  Economic 
Council  of  Canada  found  the  most  important  cause,  accounting  for  approx¬ 
imately  30  percent  of  total  instability  in  the  industry,  was  the  bunching  or 
lack  of  smooth  scheduling  of  large  construction  projects.  In  comparison,  the 
analysis  found  that  countercyclical  monetary  and  fiscal  policies  would  have 
reduced  non-residential  construction  instability  by  18  percent  and  instability 
in  industrial  production  and  industrial  bond  prices  by  16  percent  and  12 
percent  respectively. 

Business  capital  expenditure  dollars  are  ‘high-powered,’  because  they 
create  additional  employment,  income,  and  output  demand  in  other  sectors 
of  the  economy  greater  than  the  original  effects  in  the  non-residential 
construction  and  machinery  industries  themselves.  For  the  period  of  four 
years  following  the  expenditure  of  an  additional  $100  investment  in  housing 
or  business  plant  and  equipment,  this  multiplier  factor  is  estimated  at  around 
1.7  for  residential  construction  and  1.6  for  fixed  business  investment.  The 
timing  and  strength  of  this  leverage  factor  will  vary  according  to  the  degree 
of  slackness  or  tightness  in  over-all  economic  activity  when  a  rise  in  business 
activity  occurs.  If  the  economy  is  slack  and  operating  well  below  full 
utilization  of  employed  labour  and  plant  capacity,  the  pressure  of  new 
demand  will  be  absorbed  initially  by  more  intensive  utilization  of  currently 
employed  labour  resources  and  plant  facilities.  As  plant  utilization  rates  rise 
to  the  85-90  percent  range  and  the  cushion  of  skilled  labour  becomes 
absorbed,  the  pressure  increases  to  expand  production  potentials.  This  often 
takes  the  form  of  more  intensive  use  of  present  facilities,  for  example,  adding 
an  extra  work  shift,  speeding  up  machine  output,  or  bringing  unused  older 
plants  and  equipment  back  into  production  even  at  the  cost  of  some  loss  in 
efficiency.  As  markets  continue  to  grow  and  lack  of  additional  productive 
capacity  threatens  firms  with  loss  of  markets  and  potential  profits,  major 
expansion  plans  are  researched,  planned,  and  executed.  This  delayed  re¬ 
sponse  of  capital  expenditures  to  a  revival  in  market  demand  is  particularly 
characteristic  in  the  manufacturing  and  commercial  sectors  because  the  time 
from  planning  to  execution  is  typically  shorter  than  in  large  projects  in  the 
resource  and  energy  fields,  where  more  advanced  planning  is  necessary. 
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When  cyclical  fluctuations  in  total  business  capital  spending,  including 
resource  and  energy  development,  are  compared  with  that  of  GNE  as  a 
whole,  no  consistent  lag  relationship  of  capital  spending  is  evident.  This 
apparently  is  the  result  of  the  smoothing  effect  of  energy  and  resource 
development  expenditures,  the  timing  of  which  is  not  related  directly  to  the 
cyclical  pattern  of  over-all  economic  activity. 

The  Bank  of  Canada  has  constructed  an  industrial  capacity  utilization 
series  that  excludes  energy-related  industries  consequently  revealing  more 
clearly  the  relationship  between  increases  in  output  and  capacity  additions, 
shown  in  Figure  Al. 

It  is  interesting  to  contrast  the  relationship  between  the  trend  in  output 
and  additions  to  capacity  in  the  two  periods  since  1960,  (early  1966  and 
1974)  when  capacity  utilization  rates  peaked  at  or  slightly  above  95  percent. 
In  the  earlier  period  strong  percentage  gains  in  output  commencing  in  1962 
resulted  in  large  percentage  increases  in  capacity  in  1965-7.  Tower  rates  of 
output  in  succeeding  years  combined  with  the  earlier  large  additions  to 
capacity  dropped  capacity  utilization  rates  from  97  percent  in  January  1966 
to  approximately  87  percent  at  the  end  of  1970.  Increasing  rates  of  output 
in  the  period  1970-3  drove  capacity  utilization  rates  to  95  percent  by  the 
end  of  1973.  In  contrast  to  the  earlier  period  when  additions  to  capacity 
responded  strongly  to  the  high  capacity  utilization  rate  in  1966,  the  weak 
performance  in  output  since  1973,  which  brought  a  swift  decline  in  the 
capacity  utilization  rate,  has  inhibited  any  strong  revival  in  business  capital 
spending.  As  will  be  discussed  in  later  sections  of  this  report,  factors  other 
than  low  capacity  utilization  rates  have  contributed  to  the  sluggish  trend  in 
capital  spending,  but  clearly  excess  capacity  has  been  an  important  in¬ 
fluence. 

In  summary,  business  capital  investment  is  a  volatile  component  in 
over-all  economic  activity  and  in  the  past  has  been  a  major  source  of 
instability  in  the  economy.  The  degree  of  instability  has  been  considerably 
greater  than  in  the  United  States,  particularly  in  the  non-residential  construc¬ 
tion  sector.  The  major  source  of  this  instability  has  been  identified  as  the 
bunching  of  large  construction  projects  principally  associated  with  resource 
and  energy  developments.  Other  important  sources  of  instability  include 
fluctuations  in  the  flow  and  cost  of  investment  funds  and  cyclical  fluctua¬ 
tions  in  over-all  economic  activity. 

Business  investment  both  responds  to  and  initiates  fluctuations  in  over¬ 
all  economic  activity.  In  the  area  of  resource  and  energy  development  it 
plays  largely  an  initiating  role  since  the  timing  of  such  projects  is  geared 
closely  to  the  discovery,  availability,  and  exploitation  of  economically  viable 
resources  and  is  only  minimally  influenced  by  the  particular  stage  of  the 
business  cycle.  In  the  manufacturing  industry  on  the  other  hand  the  volume 
of  investment  fluctuates  in  response  to  past  and  prospective  levels  of  output 
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demand  and  input  costs,  and  to  current  and  prospective  trends  in  such 
factors  as  the  political  climate,  the  tax  regime,  corporate  profitability,  and 
the  availability  and  cost  of  investment  funds.  In  the  future  a  major  policy 
concern  with  respect  to  business  investment  will  be  to  prevent,  as  much  as 
practicable,  a  bunching  of  large  projects  in  the  resource  and  energy  fields, 
which  could  increase  the  instability  of  the  economy  by  initiating  upward 
price  and  wage  pressures.  In  the  manufacturing  sector  the  emphasis  should 
be  the  creation  of  a  climate  of  encouragement  and  certainty. 

In  order  to  minimize  the  destabilizing  influence  of  business  capital 
investment  on  the  economy,  certain  criteria  should  be  established.  To  the 
extent  practicable,  a  concentration  of  large  construction  projects  over  a 
short  period  could  be  minimized  by  establishing  a  priority  list  for  such 
projects.  The  apparent  simplicity  of  such  a  solution  masks  the  practical 
difficulties  of  postponing  a  resource  or  energy  development  whose  economic 
or  competitive  time  has  arrived.  An  additional  difficulty  might  be  en¬ 
countered  in  obtaining  the  consensus  of  provincial  governments  on  such 
priorities,  given  the  growing  competition  among  provinces  for  development 
projects  that  will  spur  economic  growth  and  create  jobs.  The  problem  is 
illustrated  by  the  limited  success  achieved  in  establishing  an  orderly  offering 
list  of  new  government  and  industrial  bond  issues  on  either  domestic  or 
external  markets  when  the  cost  of  bunching  issues  is  readily  measurable. 
Nevertheless,  in  spite  of  the  difficulties,  an  attempt  to  establish  a  more 
orderly  scheduling  of  large  projects  is  worth  pursuing.  For  capital  investment 
as  a  whole,  but  particularly  in  manufacturing,  greater  stability  in  investment 
depends  on  such  considerations  as  a  stable  growth  pattern  for  the  economy, 
future  political  and  social  stability,  a  large  degree  of  certainty  regarding  the 
tax  position  during  the  payback  periods  of  the  project^  an  adequate  and 
more  even  flow  of  investment  capital,  and  a  greater  appreciation  by  govern¬ 
ment  and  the  public  of  the  crucial  role  played  by  corporate  profit  genera¬ 
tion,  not  only  in  creating  the  capital  to  finance  new  projects,  but  also  in 
providing  the  stimulus  to  business  to  assume  the  large  risks  involved  in 
undertaking  new  capital  investment  in  a  most  uncertain  climate. 

Until  the  decade  of  the  1970s  the  annual  compound  growth  rate  of 
constant  dollar  investment  kept  pace  with  the  approximate  5  percent  annual 
rate  of  growth  for  the  economy  as  a  whole.  Over  the  last  six  years,  the 
annual  growth  rate  in  capital  investment  has  lagged  well  behind  the  potential 
growth  rate  of  the  economy  as  Table  2  indicates. 

Of  particular  interest  and  concern  is  the  declining  growth  rate  in  the 
manufacturing  sector.  While  part  of  the  decline  can  be  attributed  to  cyclical 
weakness  in  the  economy  in  1974-5,  the  deterioration  predates  the  recession 
and  is  to  a  degree  symptomatic  of  the  deteriorating  competitive  position  of 
the  manufacturing  sector  in  world  markets.  The  Conference  Board  in 
Canada’s  productivity  study  found  that,  while  increases  in  Canadian  produc- 
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Table  2 


Investment  Trends  —  Constant  Dollars  (Percentage  compound  growth  rates  in 

constant  1971  dollars) 


1950-60 

1960-70 

1970-5 

1976-7  (est.) 

Manufacturing 

5.9 

7.5 

1.8 

-3.1 

Primary  &  constr. 

2.0 

5.4 

8.2 

2.4 

Utilities 

13.0 

4.4 

7.1 

0.5 

Trade,  finance,  services 

5.2 

4.2 

13.1 

-8.2 

Gov’t  department 

7.8 

3.4 

4.3 

-2.5 

tivity  had  outpaced  those  in  the  U.S.  since  1967,  Canadian  productivity  for 
manufacturing  as  a  whole  was  20  percent  below  that  in  the  United  States.2 
The  differential  was  greatest  for  non-durables,  at  39  percent,  compared  to 
2-6  percent  in  the  durable  goods  sector.  The  declining  growth  trend  during 
1976  and  1977  in  the  primary,  trade,  financial,  and  service  sectors  was  to  a 
degree  a  normal  adjustment  to  the  very  high  growth  rates  during  the  first 
half  of  the  decade.  Contributing  to  the  negative  impact  on  investment  in  the 
primary  sector  since  1974  was  the  uncertainty  and  escalation  of  taxes  on 
resource  products. 

Canada’s  relatively  large  business  capital  expenditures  are  usually  ration¬ 
alized  on  the  basis  of  the  importance  of  the  capital  intensive  resource  and 
energy  industries  in  the  economy,  together  with  the  heavy  capital  expen¬ 
ditures  associated  with  providing  the  transportation  and  communication 
links  for  a  country  settled  in  a  narrow  corridor  five  thousand  miles  in  length. 
What  is  not  as  widely  appreciated  is  that  Canada’s  manufacturing  sector, 
which  is  concentrated  in  Ontario  and  Quebec  and  is  not  of  an  unusually 
capital  intensive  nature,  employs  considerably  more  capital  per  unit  of 
output  than  the  manufacturing  sector  in  the  United  States. 

The  recent  Conference  Board  in  Canada  study  of  productivity  indicated 
that  capital  per  worker  employed  in  manufacturing  was  61  percent  greater 
than  in  the  United  States.  At  the  same  time,  relative  productivity  levels  in  a 
sampling  of  durable  and  non-durable  goods  industries  indicates  that,  while 
there  has  been  a  narrowing  of  the  gap  with  the  United  States,  Canadian 
productivity  in  1974  was  on  average  only  68  percent  of  U.S.  levels  for 
non-durable  goods  and  94  percent  for  durable  goods,  as  illustrated  in  Table 
3.  As  Table  A5  shows,  value  added  in  1972  in  the  manufacturing  sector  per 
dollar  of  gross  capital  stock  was  estimated  at  0.521  in  Canada,  compared  to 
0.969  in  the  United  States. 

2 

Assessuig  Trends  in  Canada’s  Competitive  Position;  The  Case  of  Canada  and  the  United  States 
(Conference  Board  in  Canada,  Nov.  1977). 
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Table  3 

Estimated  Relative  Productivity  Levels  in  Canada  and  the  United  States 
(percentages  in  1967  and  1974,  by  major  industry  groups) 


Canadian  prices:  U.S.  =  100 


1967  1974 


Non-durable  goods 

53 

68 

Food  processing 

72 

69 

Textile,  clothing,  knitting 

70 

83 

Paper  products 

76 

77 

Petroleum  refining 

37 

20 

Miscellaneous 

44 

53 

Durable  goods 

Wood  products 

111 

117 

Metal  products 

70 

83 

Motors,  vehicles,  and  parts 

77 

100 

Miscellaneous 

60 

68 

Total  sample 

62 

77 

Over  the  past  twenty-five  years  the  Canadian  economy  has  grown  at  a 
faster  and  more  consistent  pace  than  that  of  the  United  States.  However,  an 
analysis  of  the  Canadian  growth  factors  shows  that  the  faster  pace  of 
labour-force  growth,  rather  than  increased  productivity  derived  from  a  more 
intensive  and  efficient  application  of  capital,  has  been  responsible  for  the 
superior  Canadian  performance.  Later  in  this  report  attention  will  be  given 
to  the  fact  that,  with  labour-force  growth  forecast  to  decline  steadily  over 
the  next  ten  years,  particularly  in  the  second  half  of  the  decade,  the 
maintenance  of  a  rate  of  economic  expansion  close  to  the  current  potential 
of  5  percent  will  depend  crucially  on  an  increasing  volume  of  capital 
expenditures  to  improve  productivity,  particularly  in  the  manufacturing 
sector. 
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Principal  Political,  Economic  and 
Financial  Trends  Influencing  the  Volume 
and  Timing  of  Capital  Investment 


The  political  environment 

The  concept  of  a  favourable  or  unfavourable  political  environment  for 
business  investment  is  a  qualitative  one  and  embraces  a  wide  range  of 
political  ideologies.  At  the  extreme,  an  unfavourable  assessment  of  the 
environment  results  in  a  decision  not  to  invest.  Through  the  gradations  from 
extremely  unfavourable  to  extremely  favourable,  the  political  assessment  is 
expressed  as  a  risk  factor  to  be  compensated  for  by  the  expected  rate  of 
return  on  the  investment,  or  guarantees  from  a  home  government.  It  is  not 
surprising  therefore  to  find  business  investment  being  made  over  the  full 
range  of  political  risks.  Throughout  its  history  Canada  has  ranked  high  in  any 
international  assessment  of  countries  offering  minimal  political  risk.  While 
there  is  no  single  universally  accepted  set  of  criteria  defining  an  acceptable  or 
unacceptable  political  environment  for  purposes  of  business  investment 
decision-making,  a  number  of  conditions  or  characteristics  have  survived  the 
test  of  time  as  critical  inputs.  Not  necessarily  in  order  of  importance,  they 
are:  political  stability  —  an  orderly  procedure  of  forming  a  government  with 
sufficient  authority  to  uphold  the  laws  of  the  land  and  the  sanctity  of 
contracts  and  private  property,  to  maintain  peace  and  good  order  internally 
and  to  defend  the  country  from  outside  aggression  and  a  government  that 
through  its  legislation  and  attitude  recognizes  the  business  community  as  an 
indispensable  contributor  to  the  over-all  growth  and  prosperity  of  the 
country.  Just  as  nature  abhors  a  vacuum,  businessmen  abhor  uncertainty 
about  political  conditions  during  the  pay-back  period  of  a  prospective 
investment.  Thus  the  concept  of  political  stability  makes  provision  not  only 
for  an  orderly  process  of  electing  an  effective  government  dedicated  to  the 
rule  of  law  and  sanctity  of  contracts  but  also  for  a  consistently  fair  and 
equitable  approach  to  legislative  changes  that  alter  the  economic  or  financial 
environment  in  which  business  operates. 
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The  economic  and  financial  environment 

The  principal  economic  and  financial  trends  that  influence  the  volume  of 
new  business  investment  include  the  expected  market  demand  for  the 
product  and  the  anticipated  relationship  between  the  product  price  and  the 
cost  of  the  principal  production  inputs  —  labour,  materials,  financing,  and 
corporate  taxes.  Supplementary  factors  influencing  investment  decision 
include  the  current  rate  and  external  value  of  the  currency  over  the  pay-back 
period,  and  the  competitive  position  of  the  product  in  both  domestic  and 
foreign  markets. 

In  a  period  such  as  the  early  1960s,  characterized  by  relatively  low 
inflation  rates  and  succeeding  years  of  well-balanced  vigorous  growth,  and  a 
favourable  cost-price  relationship  with  foreign  competition,  including  an 
undervalued  external  rate  for  the  Canadian  dollar,  the  business  risks  in  a 
decision  to  increase  investment  were  minimal.  As  will  be  discussed  in  detail 
later,  the  risk  in  deciding  to  increase  business  investment  at  the  present  time 
has  risen  substantially.  While  the  weighting  given  the  various  economic  and 
financial  factors  influencing  an  investment  decision  vary  with  the  nature  of 
the  industry.  Financial  costs,  for  example,  generally  weigh  more  heavily  on 
utilities  than  on  manufacturing.  The  three  most  important  factors  are:  the 
potential  market  demand  for  the  product,  the  relationship  between  the 
anticipated  increase  in  productivity  resulting  from  the  new  investment  com¬ 
pared  to  the  trend  in  labour  costs,  and  the  prospect  of  recovering,  through 
product  pricing,  the  initial  investment  and  subsequent  operating  costs, 
together  with  a  cash  flow  return  on  the  investment  sufficient  to  finance 
eventual  replacement  costs  and  pay  a  competitive  rate  of  return  to  the 
capital,  fixed  and  equity,  invested  in  the  business. 


Corporate  objectives  in  undertaking  a  capital 
investment  program 

Capital  investment  potential  has  become  appreciably  more  important 
and  critical  in  determining  the  future  growth  and  profitability  of  a  company. 
Rising  costs  and  increasing  uncertainty  about  the  growth  of  markets  and 
product  prices  have  augmented  the  risks  associated  with  any  capital  invest¬ 
ment.  Traditionally,  the  objective  of  capital  investment  has  been  to 
maximize  the  present  value  of  the  company.  The  key  elements  in  achieving 
this  goal  are  maximizing  the  return  on  investment,  earnings,  and  sales, 
minimizing  costs,  and  stimulating  an  increase  in  market  share. 

More  recently,  single-minded  devotion  to  maximizing  owners’  equity  has 
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been  directed  through  legislation  and  self-interest  to  take  account  of  social 
objectives,  such  as  additional  pollution  control  and  the  elimination  of  health 
and  accident  hazards.  The  recent  inflationary  period  and  the  associated  rapid 
escalation  of  production  and  expansion  costs  have  focused  attention  on  cost 
reduction  as  a  major  objective  in  capital  planning.  In  Canada  particularly,  the 
high  and  rising  cost  of  pollution  control  and  energy,  which  has  accelerated 
the  rate  of  obsolescence  of  older  plant  and  equipment  and  raised  the 
economic  rate  of  plant  and  equipment  utilization,  can  be  expected  to 
stimulate  capital  spending  on  machinery  and  equipment  in  the  intermediate 
future. 

Companies  vary  significantly  in  the  sophistication  they  apply  in  apprais¬ 
ing  and  planning  new  capital  investment.  While  considerable  progress  has 
been  made  in  extending  the  horizon  of  investment  budget  planning  to  cover 
a  five-year  period,  in  times  of  uncertainty  that  horizon  shortens  perceptibly. 
The  most  consistent  outlet  for  new  capital  investment  has  been  the  expan¬ 
sion  and  modernization  of  existing  plants,  particularly  in  the  manufacturing 
sector  where  regional  plant  managers  have  a  significant  influence  on  capital 
spending  decisions.  This  bias  can  at  times  lock  a  company  into  slow-growing 
regions  where  the  opportunity  for  expansion  in  new  products  or  markets  is 
limited.  Originally  applied  to  operational  budgets,  the  concept  of  zero 
budgeting  which  forces  management  to  appraise  not  only  the  additional 
yearly  demand  for  funds  by  the  operational  divisions  but  also  the  total 
expenditure  budget  of  the  division,  can  be  applied  to  capital  budgeting  as 
well,  to  permit  an  appraisal  of  the  economic  viability  of  additional  capital 
expenditures  on  existing  plant  and  equipment. 

In  perhaps  a  majority  of  companies,  the  initial  screening  of  investment 
proposals  occurs  by  comparing  the  calculated  investment  return  from  the 
proposed  investment  with  a  so-called  hurdle  or  cut-off  rate.  The  principal 
concern  in  setting  such  a  rate  is  the  cost  to  the  company  of  both  current  and 
long-term  capital.  Some  companies  set  the  rate  at  some  notional  objective 
for  a  long-range  rate  of  return  on  employed  assets.  The  cost  of  capital  is 
usually  calculated  as  a  weighted  average  of  the  cost  of  the  preferred  mix  of 
debt  and  equity  capital. 

Of  a  variety  of  formulas  existing  to  establish  the  investment  return  from 
a  capital  expenditure  proposal,  the  two  most  widely  used  are  the  discounted 
cash  flow  rate  of  return  and  the  less  sophisticated  pay-back  method.  The 
latter  measures  the  time  required  for  the  cumulative  receipts  from  a  project 
to  recover  the  expenditures  required  to  finance  the  project.  Its  chief  weak¬ 
ness  is  a  failure  to  measure  the  time  value  of  money  and  the  value  of 
revenues  that  may  be  earned  by  the  project  beyond  the  pay-back  period.  Its 
use  tends  to  increase  in  periods  of  economic  or  market  uncertainty  or  when 
the  product  has  weak  patent  or  monopoly  protection  and  is  subject  to 
frequent  shifts  in  consumer  acceptance,  such  as  ‘fad’  or  ‘fashion  items.’  The 
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discounted  cash  flow  rate  of  return,  by  determining  the  discount  rate  which 
equates  the  present  value  of  the  expected  cash  receipts  from  the  investment 
with  the  present  value  of  the  expenditures  required  to  make  the  investment, 
extends  the  pay-back  concept  to  take  account  both  of  the  time  value  of  the 
money  and  the  cash  flow  beyond  the  pay-back  period  expected  overits 
economic  life.  If  the  discount  rate  exceeds  the  hurdle  or  notional  rate  of 
return,  it  has  passed  the  first  test  of  financial  viability. 

Other  less  widely  used  methods  of  financial  evaluation  include  the  return 
on  investment,  calculated  by  dividing  the  average  annual  receipts  from  the 
investment  by  the  total  cost  of  the  investment  and  the  net  present  value 
method,  using  the  hurdle  rate  of  discount  to  calculate  the  difference  be¬ 
tween  the  present  value  of  outlays  and  receipts  on  a  proposed  investment.  If 
the  present  value  of  receipts  exceeds  that  of  outlays,  the  project  passes  the 
net  present  value  test.  More  sophisticated  methods  of  financial  appraisal  are 
used  by  large  capital  intensive  utility  and  resource  development  companies, 
but  with  the  same  major  objective  of  evaluating  the  most  probable  rate  of 
investment  return. 

Rates  of  return  are  also  appraised  in  terms  of  the  potential  risks  involved 
in  the  project.  These  risks  might  include  variations  in  the  forecast  level  of 
sales  and  sale  prices,  in  plant  productivity,  and  in  the  costs  of  labour,  financ¬ 
ing,  and  construction.  When,  as  at  present,  unusual  uncertainty  prevails  about 
some  of  these  factors  (i.e.  the  risk  element  is  high),  the  number  of  projects 
capable  of  passing  the  financial  evaluation  test,  after  rates  of  expected  return 
have  been  deflated  to  reflect  the  high  risk  factor,  is  greatly  reduced.  One 
common  method  of  assessing  the  risk  factor  is  to  make  several  estimates  of 
profitability,  based  on  pessimistic,  optimistic,  and  most  likely  projections. 

A  more  sophisticated  appraisal  of  risk  involves  the  use  of  probabilistic 
analysis  in  which  key  input  components  are  identified.  The  maximum 
amount  these  components  are  likely  to  vary  during  the  economic  life  of  the 
project  is  determined,  the  key  input  variables  are  variously  combined,  and  a 
probability  distribution  reflecting  the  most  likely  combination  of  the  results 
is  prepared.  A  similar  but  more  detailed  method  of  evaluating  risk  is  the  use 
of  sensitivity  analysis.  The  discounted  cash  flow  rate  of  return  is  tested  for 
sensitivity  to  the  variability  of  a  selected  input  variable  over  a  wide  range  of 
values,  all  other  input  components  being  held  at  the  original  value  used  in 
calculating  the  original  discounted  cash  flow  rate.  The  process  is  repeated  for 
all  the  input  components.  This  type  of  analysis  identifies  the  input  com¬ 
ponent  or  components,  variations  in  which  have  the  greatest  impact  on  the 
rate  of  return,  and  allows  management  to  reappraise  forecasts  of  the  critical 
components.  If  for  example  they  are  considered  to  be  unreliable,  the  project 
may  be  scrapped,  unless  the  investment  return,  after  adjusting  for  a  pes¬ 
simistic  forecast  of  the  critical  variables,  continues  to  match  or  exceed  the 
hurdle  rate  of  return. 
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This  survey  of  the  criteria  used  in  varying  degrees  by  business  manage¬ 
ment  in  making  capital  investment  decisions  indicates  that  a  good  or  bad 
forecast  performance  for  a  single  input  cost  or  cash  How  component  cannot 
generally  be  used  by  industry  as  a  signal  to  approve  or  turn  down  a  capital 
investment  proposal.  Each  industry  differs  in  its  sensitivity  to  forecast  trends 
in  a  particular  variable  or  combination  of  variables.  Capital  intensive  in¬ 
dustries  such  as  resource  developers  and  utility  and  communication  com¬ 
panies  are  particularly  sensitive  to  construction  costs,  to  the  cost  and 
availability  of  financing,  and  to  their  ability  to  recover  these  costs  through 
future  stability  or  appropriate  upward  adjustment  in  their  product  prices. 
Export-orientated  industries  whose  product  prices  are  determined  in  world 
markets  are  particularly  sensitive  to  trends  in  prices  and  taxation  and  to 
fluctuations  in  the  external  value  of  the  Canadian  dollar.  On  the  other  hand 
in  small,  labour  intensive  manufacturing  and  service  industries  the  critical 
variables  are  more  likely  to  be  the  need  for  expanding  markets  or  market 
share  and  the  trend  in  labour  costs.  The  following  section  reviews  current 
trends  in  the  principal  variables  that  figure  prominently  in  the  decision¬ 
making  process  for  capital  investments. 


The  current  climate  for  business  investment 


POLITICAL  UNCERTAINTY 

There  are  two  dimensions  to  this  issue  of  political  uncertainty  as  it 
affects  business  confidence  and  inhibits  risk-taking  and  forward  planning.  Its 
most  dramatic  and  unsettling  manifestation  was  the  election  of  a  party  in 
Quebec  dedicated  to  political  separation  from  Canada.  In  the  view  of  many, 
such  a  separation  means  the  economic  dismemberment  of  Canada.  Uncer¬ 
tainty  about  the  outcome  will  persist  for  at  least  the  next  two  or  three  years, 
and  will  impede  a  resurgence  in  business  optimism  and  dynamism  to  the 
degree  necessary  to  pull  the  economy  out  of  its  current  sluggishness. 
However,  even  if,  as  the  majority  of  Canadians  hope  and  believe,  Quebec 
rejects  separation,  forces  for  significant  change  in  our  constitutional  arrange¬ 
ments  have  been  put  in  motion.  Although  in  the  long  run  these  forces  for 
change  may  well  result  in  a  stronger  Canada,  during  the  intermediate  term 
they  will  prolong  the  highest  level  of  political  uncertainty  that  business  has 
faced  since  the  second  World  War. 

The  other  dimension  of  political  uncertainty,  less  dramatic  though 
potentially  as  damaging  to  business  confidence,  is  the  increasing  frequency 
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of  government  intervention  in  the  aetivities  of  the  private  sector.  These 
interventions,  if  not  simply  capricious,  demonstrate  a  lack  of  understanding  of 
or  commitment  to,  the  key  role  that  a  dynamic  business  sector  plays  in 
generating  the  jobs  and  incomes  required  to  support  a  prosperous  egalitarian 
society.  While  it  is  true  that  the  pressure  for  intervention  originated  in  part 
from  consumers  and  businessmen,  government  initiatives  played  a  dominant 
role.  There  was  a  lack  of  government  leadership  in  limiting  demands  on  the 
economy  which  were  clearly  beyond  its  capacity  to  supply  in  a  non-infla- 
tionary  manner.  The  climate  of  business  confidence  was  especially  polluted 
by  frequent  regulatory  and  tax  changes  which  absorbed  the  time  of  mana¬ 
gerial  talent  and  made  forward  planning  difficult  and  risky.  The  pace  of 
intervention  increased  significantly  under  the  thrust  of  policy  initiatives  to 
promote  greater  economic  autonomy,  the  escalation  of  demand-pull  and 
cost-push  inflation,  and  the  quantum  jump  in  energy  prices.  These  develop¬ 
ments  led  to  the  creation  of  the  Anti-Inflation  Board  and  the  Foreign 
Investment  Review  Act,  to  government  control  over  oil  and  gas  prices,  and 
to  internecine  warfare  between  some  provinces  and  the  federal  government 
over  the  taxing  of  oil  and  mineral  resources.  Business  confidence,  damaged 
by  the  escalation  in  government  intervention,  has  been  further  undermined 
by  the  slow  pace  of  economic  recovery,  low  corporate  profitability,  and 
excess  industrial  capacity. 

Recently  there  have  been  encouraging  signs  of  an  improvement  in  the 
political  climate  affecting  business.  The  federal  government  has  publicly 
acknowledged  the  desirability  of  holding  percentage  increases  in  its  expen¬ 
ditures  below  that  ol  the  economy  as  a  whole.  Provincial  governments  have 
also  restrained  increases  in  their  expenditures.  Though  more  adjustments  are 
required,  for  the  mining  industry  in  particular,  the  worst  excesses  in  the  tax 
treatment  of  energy  and  other  resource  products  have  been  removed.  The 
federal  government’s  May  budget  lightened  the  tax  burden  on  the  business 
and  investment  community,  and  earlier  fears  that  continuation  of  a  signi¬ 
ficant  degree  of  government  intervention  in  price  and  wage  income  deter¬ 
mination  following  the  phase-out  of  the  AIB  have  largely  dissipated.  The  one 
area  where  current  trends  continue  to  erode  business  confidence  is  labour- 
management  negotiations,  where  confrontation  still  prevails,  instead  of  a 
more  balanced  approach  conducted  realistically  to  avoid  inflationary  pres¬ 
sures  and  a  loss  of  competitiveness. 


THE  SLUGGISH  PACE  OF  ECONOMIC  RECOVERY 

Attention  has  already  been  given  to  the  importance  on  business  investment 
planning  of  an  optimistic  appraisal  of  market  growth.  Current  sluggish- 
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ness  in  business  capital  spending  is  due  to  uncertainty  about  increases  in 
market  sales  and  to  the  low  utilization  level  of  existing  productive  capacity. 
The  federal  government’s  policy  of  gradualism  in  guiding  the  economy 
through  a  period  of  recovery  from  a  world-wide  recession  and  an  unaccept¬ 
ably  high  and  stubborn  inflation  rate  has  prolonged  the  period  of  slow 
growth.  Businessmen  are  not  convinced  that  fundamental  structural  and  cost 
problems  endemic  in  the  economy  are  being  solved.  The  projected  rate  of 
domestic  economic  growth,  at  least  over  the  next  two  years,  will  not 
stimulate  more  than  a  modest  increase  in  business  capital  spending  and  few 
manufacturing  industries  will  experience  strong  pressure  for  additional 
investment  because  of  capacity  utilization.  One  sector  of  the  economy  where 
such  pressure  may  surface  over  the  intermediate  period  is  export-oriented 
industries,  which  will  benefit  most  in  terms  of  sales  volume,  as  well  as 
profitability,  from  a  discount  in  the  external  value  of  the  Canadian  dollar. 

However  the  rate  of  growth  in  world  demand  and  the  trend  in  world 
commodity  prices  are  more  important  determinants  of  export  volume, 
profitability,  and  expanded  investment  plans  than  a  discount  dollar.  Neither 
world  demand  nor  prices  are  likely  to  make  strong  gains  in  the  next  year  or 
two.  The  Canadian  dollar  would  have  to  decline  to  a  discount  with  the  U.S. 
dollar  of  at  least  15  percent  to  provide  enough  increase  in  volume  or 
profitability  to  stimulate  any  significantly  enlarged  investment.  As  discussed 
later,  unless  Quebec  separates  from  Canada  such  a  rate  of  discount  is  not 
expected  to  develop.  Furthermore,  the  large  influence  of  inflows  of  capital 
in  supporting  the  exchange  value  of  the  dollar  —  inflows  largely  initiated  by 
public  Canadian  borrowers  not  directly  influenced  in  their  borrowing  re¬ 
quirements  by  Canada’s  deteriorating  international  competitive  position 
makes  investment  planning  based  on  any  particular  discount  value  for  the 
Canadian  dollar  hazardous. 

Capital  investment  in  the  energy  sector  moves  at  a  different  pace, 
because  of  not  only  the  long  lead  time  required  to  bring  new  supplies  to 
market  but  also  a  more  confident  view  of  future  demand.  Financial  con¬ 
straints,  rather  than  market  uncertainty  arising  from  prospective  slow 
economic  growth,  may  slow  the  rate  of  increase  in  investment  in  hydro¬ 
electric  projects  over  the  intermediate  term  but  not  significantly.  Likely  to 
suffer  most  from  the  current  economic  slump  is  the  commercial  and  institu¬ 
tional  sector,  where  recent  large  additions  to  facilities  have  resulted  in  a 
temporarily  over-built  condition.  It  is  estimated  that  capacity  utilization 
rates  in  this  sector  of  the  construction  industry  are  65  percent  or  lower. 


INADEQUATE  RATE  OF  RETURN  ON  NEW  INVESTMENT 


For  an  increasing  number  of  industries  the  cost  of  investing  in  new  plant 


and  equipment,  including  financing  costs,  is  currently  well  above  the  forecast 
financial  returns  from  such  investment  based  on  conservative  expectations  of 
future  product  prices  and  productivity  increases. 

The  extent  to  which  the  weighted  average  cost  of  financial  capital  has 
increased  more  than  the  rate  of  return  on  assets  employed  by  the  Canadian 
manufacturing  sector  is  indicated  in  Table  4. 


Table  4 

Capital  Costs  and  Rates  of  Return:  Canadian  Manufacturing,  1972-76 


Rate  of  return  on  assets  (%) 

Weighted  average 
cost  of  capital  (%) 

1972 

7.02 

5.51 

1973 

8.71 

6.42 

1974 

9.62 

9.42 

1975 

8.30 

10.34 

1976 

7.72 

9.41 

A  similar  trend  is  observable  in  the  United  States  as  Figure  A2  indicates. 
Since  the  early  1960s  the  cost  of  financial  capital  has  increased  roughly  2.3 
percentage  points  more  than  rates  of  return  on  investment.  The  deteriorating 
trend  in  rates  of  return  relative  to  the  cost  of  capital  in  the  financial  position 
of  Canadian  manufacturing  industries  is  further  illustrated  in  Tables  A24  and 
A25. 

It  can  be  argued  that  it  is  the  ratio  of  current  investment  costs  to  future 
rather  than  current  market  prices  that  is  critical.  This  is  probably  true  when 
the  outlook  for  market  growth  and  pricing  is  clearly  optimistic,  as  it  was 
during  the  1960s  and  early  1970s.  However,  considering  current  uncertainty 
and  pessimism  about  future  trends,  an  unfavourable  ratio  of  costs  to  current 
market  product  prices  is  likely  to  result  in  a  postponement  of  investment  or 
a  shift  to  a  country,  such  as  the  United  States,  where  the  cost-price  relation¬ 
ship  is  more  favourable. 

In  a  recent  U.S.  study  based  on  an  analysis  of  the  steel,  aluminum  and 
forest  product  industries,  believed  to  be  typical  over  a  broad  spectrum  of 
American  industry  —  it  was  shown  that  there  had  been  a  considerable  im¬ 
provement  in  the  last  three  years  in  the  investment  cost-market  price  ratio.1 
In  spite  of  this  increased  incentive  for  capital  investment,  there  has  been  a 
slow  rise  in  actual  expenditures,  reflecting  the  carry-over  of  pessimism  gener¬ 
ated  by  the  depth  of  the  1975  recession,  the  acceleration  in  energy  and 

1  Barry  Bosworth,  Capacity  Creation  in  Basic  Materials  Industries  (Brookings  Paper  on  Economic 
Activity,  1976)  336. 
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pollution  control  costs,  and  uncertainty  regarding  continuance  of  an  uptrend 
in  market  demand.  Faced  with  all  these  uncertainties,  plus  the  political 
uncertainty,  Canadian  industry  does  not  enjoy  the  U.S.  vision  of  an  improv¬ 
ing  cost-market  price  trend.  The  one  positive  advantage  Canadian  industry 
has  recently  acquired  is  the  approximate  10  percent  devaluation  of  the  Cana¬ 
dian  dollar  relative  to  the  U.S.  dollar.  However,  as  indicated  earlier,  the 
stimulus  to  investment  of  a  10  percent  dollar  devaluation,  while  positive,  is 
marginal  even  when  there  is  certainty  that  the  devaluation  will  persist  over 
an  extended  period.  There  is  no  such  certainty  currently.  In  fact,  there  is 
some  belief  that  heavy  external  borrowing  to  finance  large  energy  and 
resource  projects  may  in  the  near  future  cut  the  current  rate  of  discount 
substantially. 


LOW  CAPACITY  UTILIZATION  RATES 


The  over-all  rate  of  industrial  capacity  utilization  reached  its  lowest  level 
during  the  1970s  at  83.3  percent  in  the  fourth  quarter  of  1976.  This  com¬ 
pares  with  rates  of  close  to  95  percent  during  the  boom  years  of  1973-4. 
Preliminary  evidence  suggests  that  a  modest  rise  in  the  rate  occurred  in  1977 
to  just  over  85  percent.  As  could  be  expected,  considerable  variation  in  rates 
exists  among  different  industrial  sectors.  Current  capacity  utilization  rates 
for  major  industrial  sectors  compared  to  peak  and  low  rates  during  the  1970s 
are  listed  in  Table  A6.  The  principal  fact  revealed  by  these  figures  is  that 
total  industrial  capacity  utilization  rates  are  currently  at  or  close  to  the 
lowest  levels  experienced  during  the  1970s,  and  on  average  12  percent  below 
highs  established  during  1973  and  1974.  Of  the  seventeen  manufacturing 
sectors  listed,  some  are  operating  at  new  capacity  utilization  lows  and  at  less 
than  5  percent  above  previous  lows.  Capacity  utilization  rates  are  biased 
downward  to  some  degree  in  the  energy  and  chemical  sectors  by  the  inclu¬ 
sion  in  the  capacity  figures  of  current  capital  expenditures  on  long  lead 
projects  before  the  project  comes  into  production. 

The  Bank  of  Canada  has  constructed  an  industrial  capacity  utilization 
series  that  excludes  energy-related  industries,  revealing  more  clearly  the  rela¬ 
tionship  between  increases  in  output  and  capacity  additions,  (see  Figure  Al). 

It  is  interesting  to  contrast  the  relationship  between  the  trend  in  output 
and  additions  to  capacity  in  the  two  periods  since  1960  (early  1966  and 
1974)  when  commodity  utilization  ratio  peaked  at  or  slightly  above  95 
percent.  In  the  earlier  period  strong  percentage  gains  in  output  commencing 
in  1962  resulted  in  large  percentage  increases  in  capacity  in  1965-6.  Lower 
rates  of  output  in  succeeding  years,  combined  with  the  earlier  large  additions 
to  capacity,  dropped  capacity  utilization  rates  from  97  percent  in  January 
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1966  to  around  87  percent  at  the  end  of  1970.  Increasing  rates  of  output  in 
the  period  1970-3  drove  capacity  utilization  rates  to  95  percent  by  the  end 
of  1973.  In  contrast  to  the  earlier  period  when  additions  to  capacity  re¬ 
sponded  strongly  to  the  high  capacity  utilization  rates,  the  response  has  been 
sluggish,  reflecting  declining  production  rates  as  recessionary  inflation  took 
hold  and  business  confidence  waned. 

In  summary,  low  capital  utilization  rates,  now  as  in  the  past,  inhibit  any 
early  rapid  escalation  in  capital  spending  to  expand  capacity.  Past  experience 
suggests  that  the  relationship  between  capacity  utilization  rates  and  new 
investment  is  non-linear  in  the  sense  that  below  a  critical  level  of  capacity 
utilization,  around  85  percent,  increases  in  utilization  rates  have  a  minimum 
short-term  effect  in  stimulating  capital  spending.  In  a  recent  survey  of  Cana¬ 
dian  business  attitudes  toward  capital  investment  conducted  by  the  Confer¬ 
ence  Board  in  Canada,  21.3  percent  of  respondents  cited  excess  capacity  as 
adversely  affecting  their  planned  investments  in  Canada.  This  compares  with 
49.4  percent  who  cited  weak  market  demand  as  a  major  deterrent  and  20 
percent  who  mentioned  escalating  labour  costs.  Industries  citing  excess  ca¬ 
pacity  as  a  significant  deterrent  to  capital  spending  included  forestry  prod¬ 
ucts,  33.3  percent;  commercial  services,  27.3  percent;  oil,  gas,  and  chemicals, 
34.2  percent;  and  transport  and  storage  42.9  percent. 

An  important  tool  in  the  analysis  of  prospective  investment  trends  is  the 
trend  in  the  ratio  of  the  capital  required  to  produce  a  given  level  of  output, 
i.e.  the  capital/output  ratio.  For  the  economy  as  a  whole,  the  capital/output 
ratio  is  influenced  by  two  separate  factors:  first,  an  increasing  or  decreasing 
use  of  capital  in  relation  to  output,  assuming  a  constant  rate  of  growth  for 
all  production  sectors;  second,  shifts  in  the  growth  rate  of  production  sectors 
toward  those  whose  capital/output  ratios  are  either  increasing  or  declining. 
Figure  A3  illustrates  the  over-all  trend  in  the  capital/output  ratio  for  Canada 
and  the  United  States.  (The  broken  line  for  the  U.S.  trend  includes  an 
adjustment  to  reflect  fluctuations  in  the  capacity  utilization  rate). 

A  detailed  analysis  of  the  relatively  flat  trend  in  Canada’s  capital/output 
ratio  since  1966  indicates  that  a  small  over-all  declining  trend  in  the  capital/ 
output  ratio  of  major  production  sectors  has  been  offset  by  a  faster  rate  of 
growth  in  the  production  sectors  whose  capital/output  ratios  are  increasing. 
Figure  A3  supports  to  a  degree  an  increase  in  the  U.S.  capital/output  ratio; 
Canadian  capital/output  ratios,  following  a  decline  in  the  early  1960s,  have 
remained  relatively  stable  since  that  time.  An  analysis  by  sectors  (Table  A7) 
reveals  significant  declining  ratios  in  the  transportation  and  utility  industries, 
increasing  ratios  in  the  service,  finance,  forestry,  mining,  and  fishing  indus¬ 
tries,  and  stable  ratios  in  the  manufacturing,  trade,  agriculture,  and  construc¬ 
tion  industries.  It  is  anticipated  that  over  the  next  five  or  ten  years,  Canadian 
capital/output  ratios  will  rise.  As  Canadian  resource  development  moves  fur¬ 
ther  north  and  exploits  lower  grade  ores,  capital  costs  will  increase  relative  to 
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output.  This  will  also  occur  in  electrical  generation  as  transmission  costs 
increase  and  nuclear  energy  plants  replace  hydro  sites.  Spurred  by  energy 
conservation  and  the  rehabilitation  of  facilities  the  decline  in  the  transporta¬ 
tion  sector  is  likely  to  be  halted  or  even  reversed  as  railroads  are  upgraded  to 
handle  an  increased  volume  of  traffic,  both  freight  and  passenger. 

The  trend  in  capital/output  ratios  is  also  influenced  by  fluctuations  in 
the  rate  at  which  old  facilities  are  scrapped  and  by  extensions  in  productive 
capacity  managed  with  only  modest  increases  in  new  capital  investment. 
These  effects  are  illustrated  in  a  recent  U.S.  study  (Table  5)  which  compares 
the  rise  in  constant  dollar  investment  expenditures  with  the  per-ton  increase 
in  capacity  for  the  steel  and  paper  industries.2  The  large  increase  in 
investment  expenditures  per  ton  of  new  capacity  in  the  steel  industry 
reflected  the  large  scrappage  of  obsolete  open  hearth  operations  and  their 
replacement  with  new  technological  processes  that  greatly  increased  produc¬ 
tivity  with  only  a  relatively  small  increase  in  over-all  capacity.  On  the  other 
hand  the  declining  ratio  of  capital  expenditures  per  ton  of  increased  capacity 
in  the  paper  industry  reflected  the  ability  of  the  industry  to  increase 
capacity  by  speeding  up  machines,  adding  extra  shifts,  and  the  like,  in  lieu  of 
large  new  capital  expenditures.  While  there  is  further  scope  over  the  next  few 
years  for  the  Canadian  paper  industry  to  produce  more  from  existing 
facilities,  by  the  early  1980s  increased  production  will  depend  primarily  on 
additional  capital  investment. 


Table  5 

Capital  expenditures  per  ton  increase  in  capacity 


Steel($) 

Paper  and  Paperboard($) 

1955-60 

343 

378 

1966-70 

3460 

440 

1971-75 

6500 

354 

However,  the  most  important  factors  supporting  a  rising  trend  in  capital/ 
output  ratios  are  the  increase  in  energy  prices  and  the  imposition  of  legis¬ 
lated  pollution  controls.  Higher  energy  prices  will  tend  to  increase  capital/ 
output  ratios  by  greatly  increasing  high-cost  capital  investment  in  new 
energy  projects  to  increase  Canadian  self-sufficiency  in  energy.  Recent  esti¬ 
mates  indicate  a  prospective  capital  investment  of  around  $185  billion  in 
1971  dollars  over  the  next  fifteen  years.  Higher  energy  prices  will  also,  along 
with  pollution  controls,  greatly  accelerate  the  obsolescence  of  facilities  that 
2 Ibid.,  312. 
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are  both  inefficient  and  large  polluters;  these  two  characteristics  tend  to 
combine  in  certain  industries,  such  as  primary  metal  extraction,  refining 
industrial  chemicals,  petroleum  refining,  and  pulp  and  paper.  The  Canadian 
economy  relies  heavily  on  industries  that  involve  a  breakdown  in  a  molecular 
structure  and  consequently  produce  a  high  level  of  residual  pollutant. 

The  quadrupled  rise  in  oil  prices  and  the  more  stringent  legislative  re¬ 
straints  against  pollution  have  broken  a  relatively  smooth  process  of  adjust¬ 
ment  to  technological  change  and  price  trends.  Continuous  technological 
improvement  has  enabled  new  plants  and  equipment  to  be  more  productive 
while  economizing  on  energy  and  producing  less  pollution.  This  higher  rate 
of  productivity  allowed  the  new  plants  to  absorb  moderately  rising  labour 
and  material  costs  or  to  lower  prices  and  still  operate  profitably.  Therefore 
product  prices  for  the  industry  tended  to  be  set  by  the  newest  additions  to 
the  capital  stock.  Older  plants  will  continue  in  use  as  long  as  variable  costs 
are  covered,  and  where  this  is  no  longer  possible  they  will  be  retired. 

High  energy  and  pollution  control  costs  have  greatly  reduced  the  profit¬ 
ability  of  older  plants  and  hastened  their  closures.  The  real  crunch,  however, 
is  that  accelerated  obsolescence  has  outpaced  technological  advances  in  econ¬ 
omizing  on  energy  and  reducing  pollution.  This  is  not  surprising,  because 
most  of  the  new  machinery  and  equipment  currently  available  was  designed 
and  engineered  before  energy  costs  and  pollution  controls  became  a  critical 
consideration.  As  a  result,  high-cost,  new  plants  often  require  substantial 
increases  in  product  prices  to  operate  profitably,  increases  which  are  difficult 
to  achieve  in  slow-growing  world  markets.  It  will  take  several  years  for  new 
machinery,  equipment,  and  industrial  processes  to  be  developed  in  enough 
volume  to  economize  on  the  high-cost  energy  and  pollution  controls;  this 
will  restrain  to  a  degree  the  expansion  in  capital  spending  over  the  short 
term . 

In  summary,  while  low  capacity  utilization  rates  over  a  broad  range  of 
Canadian  production  sectors  are  currently  restraining  an  early  strong  revival 
in  business  capital  spending,  the  prospect  of  rising  capital/output  ratios  in 
certain  sectors  that  are  expected  to  expand  faster  than  the  economy  as  a 
whole  (for  example,  energy-related  industries),  together  with  an  expected 
reversal  in  the  historically  declining  capital/output  ratio  in  the  utility  and 
transportation  industries,  suggest  that,  over  the  five-year  period  starting  in 
1970,  business  capital  spending  will  be  increasing  as  a  percentage  of  GNP. 
Some  current  estimates  of  the  magnitude  of  the  acceleration  in  capital 
spending  and  the  degree  to  which  domestic  savings  will  be  available  to 
finance  these  expenditures  will  be  discussed  later. 


GOVERNMENT  INTERVENTION  IN  BUSINESS  DECISIONS 

Federal  and  provincial  governments  may  influence  the  environment  in 
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ways  that  either  hinder  or  stimulate  business  investment.  The  principal  dis¬ 
tinguishing  characteristic  between  capital  investment  expenditure  and  con¬ 
sumption  expenditure  is  the  element  of  risk  involved;  this  risk  arises  from 
the  greater  degree  of  uncertainty  about  realizing  the  expected  utility  gains 
from  capital  investment.  Part  of  the  uncertainty  stems  from  the  longer  time 
interval  between  the  outlay  and  the  realization  of  gain.  Thus,  even  if  govern¬ 
ment  intervention  is  reduced  to  a  minimum,  there  is  still  a  significant  risk 
attached  to  capital  investment.  This  risk  will  be  significantly  increased  by 
uncertainty  caused  by  frequent,  large-scale  government  interventions  in  the 
principal  areas  that  enter  into  capital  investment  decision-making.  Business 
can  adapt  to  a  wide  range  of  variation  in  the  degree  of  government  involve¬ 
ment  in  the  economy  if  there  is  some  certainty  that  conditions  of  pay-back 
have  not  altered  radically  from  those  existing  when  investment  was  made. 
But  when  government  intervention  involves  frequent  changes  in  the  rules  of 
the  game,  uncertainty  increases,  the  risk  level  rises,  and  the  acceptable  rate 
of  return  on  new  investment  increases  to  offset  the  additional  risk.  This 
process  shortens  the  list  of  potential  new  investments  that  will  be  under¬ 
taken. 

In  a  more  direct  way  governments  affect  the  level  of  capital  investment 
by  influencing  rates  of  return  through  changes  in  taxes,  depreciation  rules, 
interest  rate  policy,  safety  regulations,  pollution  controls,  income  policies, 
and  the  like.  In  the  Conference  Board  survey  of  business  attitudes,  58.6 
percent  of  business  respondents  reported  that  government  policies  were  hav¬ 
ing  an  adverse  effect  on  their  capital  investment  planning. 

It  is  sometimes  argued  that  high  energy  and  pollution  control  costs  will 
shift  the  pattern  of  economic  development  away  from  capital  intensive 
industries  towards  the  more  labour  intensive  service  industries.  In  a  relatively 
self-contained  economy  such  as  that  of  the  United  States,  with  both  a 
broadly  diversified  industrial  structure  and  a  large  domestic  market,  the 
impact  of  such  a  trend  could  be  absorbed  with  minimal  impact  on  over-all 
economic  or  income  growth.  Since  Canada  is  heavily  dependent  on  a  buoy¬ 
ant  level  of  exports,  however,  the  bulk  of  which  are  produced  by  capital 
intensive  resource  or  manufacturing  industries,  and  since  its  service  industry 
makes  only  a  marginal  contribution  to  the  volume  of  net  exports,  such  a 
shift  from  capital  to  labour  intensive  activities  cannot  be  realized  without 
incurring  some  loss  in  economic  growth  and  the  standard  of  living.  (This 
conclusion  is  strengthened  by  the  fact  that  Canadian  wage  rates  are  among 
the  highest  in  the  world  and  act  as  a  deterrent,  rather  than  a  stimulus,  to  the 
more  intensive  use  of  labour,  particularly  in  the  export  sector.)  This  is  not  to 
deny  that  there  is  a  potential  for  increasing  export  earnings  in  such  service 
industries  as  banking,  insurance,  engineering,  and  tourism  but  rather  to 
emphasize  that  this  potential  will  develop  too  slowly  to  offset  the  decline  in 
exports  that  will  occur  if  our  capital  intensive  industries,  through  neglect  or 
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punitive  tax  or  regulatory  treatment,  are  allowed  to  deteriorate. 

The  imposition  of  wage  and  price  controls  by  the  government  in  1975 
clearly  raised  the  level  of  business  uncertainty  and  inhibited  new  capital 
investment.  In  the  Conference  Board  survey  25  percent  of  the  respondents 
reported  a  decline  in  their  investment  plans  as  a  result  of  the  controls.  While 
marginal  in  comparison  with  the  restraint  on  capital  spending,  uncertainty 
over  the  timing  and  format  of  decontrol  and  over  the  behaviour  ot  wages  and 
prices  following  removal  of  controls  acted  as  a  restraining  influence  on 
forward  investment  planning.  The  announced  termination  of  controls  early 
in  1978  has  removed  uncertainty  about  timing  and  format,  but  misgivings 
about  the  behaviour  of  wages  and  prices  in  the  decontrol  period  still  remain. 

In  the  view  of  the  business  community,  perhaps  the  most  discouraging 
features  of  the  controls  have  been  the  apparent  lack  of  progress  made 
towards  restructuring  the  industrial  sector  on  a  more  competitive  domestic 
and  international  basis  and  the  failure  to  find  a  more  realistic  and  less 
damaging  format  than  current  confrontation  policies  in  labour-management 
relations.  In  both  these  areas  the  initiative  for  improvement  has  been  left  too 
much  to  governments.  Generally,  the  federal  government  is  perceived  as 
having  approached  such  problems  with  confidence  in  its  own  ability  to 
manage  the  economy  and  an  innate  suspicion  about  the  competency  of  the 
market  place  to  find  solutions  that  are  both  workable  and  equitable.  The 
biggest  challenge  facing  business  and  labour  leadership  in  the  years  ahead  is 
to  assume  the  initiative  in  dealing  with  these  problems  and  encourage 
government  to  withdraw  to  a  less  activist  role  in  detailed  control  of  business 
and  labour  activities. 

In  the  eyes  of  many  members  of  the  business  community,  the  proposals 
to  revise  Part  II  of  the  Competition  Act,  Bill  C-42  exemplify  some  of  the 
difficulties  faced  by  the  private  sector  in  its  relations  with  government.  A 
critique  of  the  provisions  of  Bill  C-42  is  not  within  the  scope  of  this  report. 
Two  points  are  noteworthy  however.  First,  the  process  of  revising  competi¬ 
tion  policy  in  Canada  has  now  been  underway  for  many  years.  The 
uncertainty  associated  with  the  revision  process  has  continued  for  an 
unnecessarily  long  period  of  time.  In  addition,  the  open-ended  discretionary 
powers  contained  in  certain  provisions  of  the  Bill  will  leave  the  rules  of  the 
game  very  uncertain  in  a  number  of  areas  even  if  the  Bill  is  approved, 
thereby  extending  uncertainty  about  the  impact  of  the  Bill  well  into  the 
future.  Secondly,  some  features  of  the  Bill  are  seen  as  being  excessively 
dirigiste  in  approach,  as  distinct  from  relying  more  heavily  upon  the 
discipline  of  the  market  place  by  prohibiting  artificial  restraints  not  based  on 
superior  economic  performance  and  “by  upgrading  incentives  and  strength¬ 
ening  pressures  for  adjustment  so  that  questions  of  innovation,  economies  of 
scale,  specialization  of  firms,  rates  of  growth  and  the  like  could  largely  be 
left  to  dynamic  marketlike  arrangements”.3 

3A  statement  by  Dr  .  L.A.  Skeoch  on  the  Dynamic  Change  Report  and  Bill  C42. 
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There  is  little  doubt  that  this  country  does  need  better  legislation  than  it 
now  has  on  monopoly  and  mergers  in  order  to  foster  a  more  competitive 
economy.  Some  of  the  concerns  expressed  about  the  current  Bill  no  doubt 
reflect  special  pleading.  Nor  is  it  reasonable  to  expect  the  government  to 
come  up  with  a  Bill  that  will  effectively  promote  more  competition  and  at 
the  same  time  leave  all  private  interests  undisturbed.  What  is  now  needed  in 
the  interest  of  reducing  business  uncertainty  is  a  speedy  legislative  resolution 
of  this  issue  that  sets  out  the  rules  of  the  game  as  clearly  as  possible  and 
relies  as  much  as  is  practical  upon  the  play  of  market  forces. 


EFFECTS  ON  INFFATION  IN  REDUCING  CORPORATE  CASH  FLOW 

Considerable  attention  has  been  directed  recently  to  the  impact  of  infla¬ 
tion  on  the  financial  position  of  Canadian  business.  While  all  studies  agree 
that  the  impact  is  sufficiently  negative  to  call  for  some  remedial  action,  there 
are,  as  might  be  expected,  variations  in  the  estimates  of  cash  flow  losses  to 
industry  as  a  result  of  the  failure  of  current  accounting  procedures  to  adjust 
adequately  to  the  effect  of  inflation.  The  two  most  recent  exhaustive  Cana¬ 
dian  studies  of  this  topic  are  the  Report  of  the  Ontario  Committee  on 
Inflation  Accounting  issued  in  June  1977,  and  Discussion  Paper  No.  72, 
Inflation,  its  financial  impact  on  business  in  Canada,  issued  in  January  1977 
by  the  Economic  Council  of  Canada.  The  following  comments  will  focus 
principally  on  the  negative  impact  of  inflation  on  the  capital  investment 
decision-making  process.  Apart  from  specific  financial  effects  of  inflation  on 
corporate  cash  flow,  detailed  below,  a  strong  inflationary  environment  cre¬ 
ates  an  increasingly  uncertain  milieu  for  business  investment  decisions.  This 
uncertainty  focuses  on  the  prospects  of  recapturing,  through  future  selling 
price  and  productivity  increases,  the  high  current  costs  of  construction,  capi¬ 
tal  equipment,  and  financing  —  the  result  of  high  inflation  rates  in  previous 
years.  While  most  economic  forecasters  see  little  hope  of  reducing  inflation 
rates  below  5-6  percent  over  the  next  decade,  there  is  clearly  some  possi¬ 
bility  of  this  occurring.  No  matter  how  desirable  or  even  necessary  a  lower 
rate  of  inflation  is  in  re-establishing  a  strong,  well-balanced  rate  of  economic 
growth  over  the  longer  term,  a  sharply  decelerating  rate  of  inflation  over  the 
intermediate  term  would  threaten  the  profitability  of  newly  installed  high- 
cost  facilities  financed  with  high-cost,  fixed-income  debt. 

In  addition  to  fears  of  experiencing  a  deflationary  period  during  the 
pay-back  of  a  new  capital  investment,  businessmen  worry  about  a  continuing 
rate  of  inflation  in  Canada  well  above  that  occurring  in  the  economies  of  our 
major  trade  competitors.  In  that  situation  selling  prices  for  our  major  ex¬ 
ports,  which  are  set  in  the  world  market,  and  import  prices  on  products 
which  compete  in  the  domestic  market  may  well  be  held  at  levels  lower  than 
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required  to  earn  a  hurdle  rate  of  investment  return  on  capital  investment 
costs  that  reflect  the  higher  Canadian  inflation  rate.  The  relief  provided  by  a 
persistent  decline  in  the  external  value  of  the  Canadian  dollar  can  only  be 
temporary  and  in  the  end  counter-productive  as  the  higher  cost  of  imports 
strengthens  domestic  inflationary  pressures. 

The  negative  impact  of  inflation  on  corporate  cash  flow  and  indirectly 
on  capital  investment  decisions  arises  principally  from  the  use  of  accounting 
methods  in  calculating  corporate  profits  that  fail  to  recognize  the  large  dis¬ 
crepancy  that  develops  between  historical  and  replacement  costs  for  inven¬ 
tories  and  capital  assets  in  a  strong  inflationary  environment.  As  a  result, 
corporate  taxes  have  been  paid  on  illusory  profits  resulting  in  capital  rather 
than  income  payments  to  government  taxing  authorities.  One  study  has 
estimated  that  in  1976,  for  all  Canadian  corporations,  corporate  profits  were 
overstated  by  $6  billion,  resulting  in  excessive  tax  payments  of  roughly  S3. 7 
billion  in  that  year.4 

Another  study  estimated  that  the  overpayment  of  taxes  in  1974  arising 
solely  from  the  inclusion  in  corporate  profits  of  illusory  gains  on  inventories 
amounted  to  between  $1.5  and  $2  billion.5  Industries  hardest  hit  by  the 
taxation  of  illusory  inventory  profits  include  food  and  beverages,  leather 
products,  wood,  furniture,  machinery,  metal  fabrication,  and  retail  and 
wholesale  trade.  In  partial  recognition  of  this,  the  federal  and  Ontario  gov¬ 
ernments  passed  legislation  allowing  a  reduction  in  calculating  business 
income  of  3  percent  of  the  opening  value  of  qualifying  inventory.  The  esti¬ 
mated  tax  savings  in  fiscal  year  1977-8  are  estimated  at  $275  million  at  the 
federal  level  and  an  additional  $40  million  for  Ontario  corporations.  The 
degree  of  tax  relief  provided  by  this  legislation  varies  considerably  among 
companies,  depending  on  the  volume  of  inventories  carried,  the  degree  to 
which  their  inventories  are  exposed  to  inflation  effects,  and  the  manner  in 
which  their  inventories  are  normally  financed,  by  internal  funds  or  external 
borrowing. 

It  would  appear  that  companies  in  the  merchandising,  transportation, 
utility,  food  and  beverage,  and  textile  industries  will  benefit  most  in  tax 
relief  from  this  measure.  The  use  of  historical  rather  than  replacement  cost 
as  the  base  on  which  capital  cost  allowances  are  calculated  has  also  led  to  an 
overstatement  of  corporate  profits  and  consequent  overpayment  of  corpo¬ 
rate  taxes.  The  degree  of  overpayment  has  been  estimated  for  1975  at  $1.6 
billion.6  However,  as  pointed  out  by  both  the  Ontario  government  and 
Economic  Council  studies,  liberalization  of  capital  cost  allowances  in  recent 
years,  together  with  the  introduction  of  the  5  percent  investment  tax  credit, 

4 Report  of  the  Ontario  Committee  on  Inflation  Accounting,  68. 

5Glenn  P.  Jenkins,  Inflation,  its  Financial  Impact  on  Business  in  Canada  (Ottawa;  Economic  Council 
of  Canada,  1977). 

6  Ibid. 
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has  more  than  offset  the  shortfall  in  tax  allowance  on  depreciable  assets  up 
to  1975.  Transportation,  rubber,  and  paper  and  allied  industries  are  the 
principal  ones  for  which  liberalized  depreciation  allowances  failed  to  com¬ 
pensate  for  the  widening  gap  between  historical  and  replacement  costs  of 
fixed  assets. 

Althought  the  negative  impact  of  inflation  has  been  substantially  reduced 
through  higher  depreciation  rates  this  does  not  warrant  complacency  about 
the  situation  in  the  future.  More  liberal  depreciation  rules  were  introduced 
to  stimulate  additional  investment  because  of  the  negative  impact  of  infla¬ 
tion  on  corporate  cash  flow.  Currently,  a  positive  degree  of  stimulation 
above  a  purely  defensive  position  is  clearly  needed.  Also,  in  the  intermediate 
period  ahead,  given  relatively  low  levels  of  capital  spending,  the  under¬ 
depreciated  historical  cost  base  on  which  the  liberalized  cost  allowances  are 
applied  may  become  so  small  relative  to  the  asset  base  valued  at  replacement 
prices  that  current  liberal  depreciation  allowances  will  fall  below  amounts 
necessary  to  offset  the  inflation-induced  under-depreciation  of  fixed  assets. 

In  an  inflationary  period,  companies  are  required  to  hold  an  increasing 
amount  of  cash  balances  to  transact  a  constant  volume  of  business,  which 
means  either  a  reduction  in  corporate  cash  flow  available  for  new  investment 
or  increased  cost  if  funds  are  borrowed.  In  1973  the  cost  to  non-financial 
industries  of  holding  increased  cash  balances  was  estimated  at  roughly  S230 
million;  given  the  steep  rise  in  inflation  since  then  the  current  annual  cost 
can  conservatively  be  estimated  as  $350  million. 

As  well  as  reducing  the  volume  of  corporate  cash  flow  available  to  fi¬ 
nance  new  investment,  inflation  also  raises  the  nominal  cost  of  borrowed 
funds,  particularly  in  long-term  form.  Although  the  mechanism  through 
which  inflation  increases  long-term  bond  yields  is  imperfectly  understood, 
there  is  a  consensus  that  higher  rates  of  inflation  increase  nominal  bond 
yields  on  close  to  a  one-to-one  basis.  The  rationale  for  this  consensus  is  the 
distinction  made  between  nominal  (market)  rates  of  interest  and  real  (con¬ 
stant  dollar)  rates.  The  real  interest  rate  is  the  expected  real  increase  in  the 
purchasing  power  of  funds  loaned  in  the  market.  If  we  assume  a  lender  is 
satisfied  to  receive  a  4  percent  annual  increase  in  his  ability  to  purchase  a 
given  volume  of  goods  and  services  and  he  expects  that  inflation  will  average 
6  percent  over  the  term  of  his  loan,  he  will  wish  to  receive  a  market  rate  of 
interest  of  10  percent  to  ensure  he  receives  a  4  percent  annual  increase  in 
real  purchasing  power.  If  his  expected  rate  of  inflation  is  8  percent,  rather 
than  6  percent,  he  will  wish  to  receive  a  market  interest  rate  of  12  percent 
rather  than  10  percent.  If  tax  considerations  are  taken  into  account,  market 
rates  would  have  to  rise  marginally  more  than  the  expected  inflation  rate  in 
order  to  maintain  a  level  real  rate  of  return  for  the  lender.  In  fact,  over  the 
last  year  or  two,  market  interest  rates  have  risen  less  than  necessary  to 
maintain  a  constant  real  rate  of  return  to  the  lender;  this,  in  time,  lowers  the 
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real  cost  of  money  to  the  borrower.  In  spite  of  this,  inflation  and  the 
historically  high  market  interest  rates  it  generates  have  had  some  negative 
impact  on  capital  investment  decision-making. 

No  matter  how  illogical  the  approach  may  seem  to  the  economic  purist, 
in  practice,  it  is  the  market  not  the  real  rate  of  interest  that  business  manage¬ 
ment  uses  to  measure  the  financial  cost  to  be  included  with  other  capital 
expenditure  costs  in  calculating  the  hurdle  rate  of  return  on  a  new  invest¬ 
ment.  The  market  rate  of  interest  also  measures  the  interest  burden  on  the 
company  which  enters  into  the  calculation  of  the  degree  to  which  annual 
earnings  cover  interest  payments,  a  key  provision  in  bond  indentures.  During 
an  inflationary  period  savers  are  inclined  to  invest  in  highly  liquid  short-term 
securities,  thus  depriving  the  long-term  market,  the  area  most  appropriate  for 
the  financing  of  capital  projects,  of  funds. 

In  recent  years  an  increasing  number  of  companies  have  been  unable  to 
finance  capital  expansion  through  the  bond  route,  because  the  additional 
interest  payments  would  dilute  the  earnings  average  below  the  minimum 
specified  in  their  outstanding  bond  indentures. 

Finally,  in  an  inflationary  environment  where  high  secure  income  has 
investment  preference  over  low  dividend  income  and  a  reliance  on  capital 
gains,  high  interest  rates  have  attracted  investment  funds  from  the  equity 
markets.  As  a  result,  few  companies  have  been  able  to  raise  equity  funds  at 
an  acceptable  financial  cost.  The  increase  in  the  debt/equity  ratio  for  Cana¬ 
dian  industrial  companies  is  shown  in  Table  A25  and  Figure  A8.  However,  to 
put  financing  costs  in  perspective,  U.S.  studies  indicate  that  whereas  a  1 
percent  increase  in  output  will,  over  a  two-year  period,  increase  investment 
by  1 .5  percent,  a  1  percent  increase  in  interest  costs  leads  to  a  decrease  in 
investment  of  0.5  percent.7  Moreover,  in  the  Conference  Board  in  Canada 
Survey  of  Business  Attitudes,  only  17  percent  of  respondents  cited  high 
interest  rates  as  adversely  affecting  planned  investment,  compared  to  67 
percent  who  mentioned  weak  market  demand  and  50  percent  who  pointed 
to  government  policies. 


HIGH  AND  UNCOMPETITIVE  CONSTRUCTION  AND  EQUIPMENT 
COSTS 

Escalation  in  construction  costs  in  recent  years  has  greatly  increased  the 
risk,  complicated  the  planning,  and  reduced  prospects  of  realizing  calculated 
rates  of  return  on  new  capital  projects,  particularly  those  with  long  lead 
times  to  completion.  Large  cost  overruns  on  recent  projects  have  made  man¬ 
agement  cautious  about  undertaking  such  projects.  For  some  industries,  even 

7 
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original  cost  estimates  require  a  large  increase  in  product  prices  to  make  the 
capital  investment  an  economically  viable  one  (see  Table  A8:  Greenfield 
Newsprint  Mill).  These  figures  indicate  that  an  increase  in  the  price  of  news¬ 
print  of  around  50  percent  would  be  required  to  make  such  an  investment 
profitable. 

Another  problem  which  has  become  more  critical  for  Canadian  capital 
investment  is  the  higher  cost  of  constructing  and  operating  new  industrial 
facilities  in  Canada  relative  to  other  countries,  particularly  the  United  States. 
The  following  examples  give  some  idea  of  the  differential  in  construction 
costs  in  some  major  cities  in  Canada  and  the  United  States.  In  June  1977,  for 
a  40,000  square  foot  industrial  building  (Toronto  =  100): 

Montreal  103.5,  Calgary  106.1,  Vancouver  1  10.9,  St.  John’s  1  17.0; 

Raleigh  NC  73.1,  Miami  98.3,  Chicago  104.2,  Kansas  City  105.2, 

Los  Angeles  1 1 2.4,  Detroit  1 14.8. 

Indexes  of  the  cost  differential  in  building  a  petrochemical  plant  in  the 
United  States  or  Canada  (U.S.  Gulf  Coast  =  100): 

Percentage  contribution  net  increase 


Labour 

Material 

Engineering 

Sarnia  120 

14 

4 

2 

Montreal  130 

23 

5 

2 

Calgary  135 

26 

5 

4 

Although  labour  costs  account  for  about  one-third  of  the  cost  of  the  new 
plant,  they  account  for  roughly  two-thirds  of  the  Canadian  cost  disadvan¬ 
tage.  In  specific  cases,  the  cost  of  constructing  industrial  or  commercial 
facilities  in  Canada,  compared  with  the  United  States,  has  reached  levels  50 
percent  higher  or  more  because  of  labour  and  management  inefficiencies  and 
strike  action. 

Equipment  costs  are  also  higher  in  Canada,  around  25  percent,  partly 
because  of  higher  labour  costs  and  import  tariffs,  since  Canada  imports  from 
50  to  60  percent  of  its  machinery  and  equipment.  In  a  recent  survey  by  the 
Machinery  and  Equipment  Manufacturers’  Association  it  was  found  that 
Canadian  labour  costs  in  the  machinery  industry  are  10  to  14  percent  higher 
in  Canada  than  in  the  United  States.  The  Conference  Board  in  Canada’s 
productivity  study  found  that  in  sixty-four  goods-providing  industries,  Cana¬ 
dian  labour  wages  averaged  2  percent  above  U.S.  levels,  while  in  the  service 
industries  they  were  1  2  percent  higher. 

While  both  the  federal  and  Ontario  governments  have  eased  the  tax 
burden  on  a  wide  range  of  machinery  purchased  by  Canadian  companies,  the 
10  percent  discount  on  the  Canadian  dollar  has  partially  or  fully  offset  this 
cost  relief  in  the  case  of  imported  machinery.  While  a  significant  reduction  in 
the  tariff  on  imported  machinery  would  narrow  the  unfavourable  cost  differ- 
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ential  for  Canadian  industry,  it  would  do  so  at  the  long-term  cost  of  severely 
inhibiting  the  growth  of  the  Canadian  machinery  industry.  The  machinery 
industry  is  labour  intensive;  it  is  estimated  that  a  $1  million  machinery  order 
placed  in  Canada  creates  a  demand  for  1 13.1  man-years  of  work  and  a  total 
output  demand  on  the  economy  of  $5.5  million.8  In  1976  the  trade  deficit 
in  industrial  machinery  amounted  to  $2.2  billion,  a  deficit  that  has  acceler¬ 
ated  sharply  since  1970,  as  Figure  A5  illustrates.  Clearly,  additional  stimulus 
for  this  industry  in  the  form  of  tax  relief,  subsidized  technological  research, 
and  skilled  worker  training  programs  should  be  given  a  high  priority. 

Assessment  of  government  tax  incentive  policies 
to  stimulate  investment 

Historically,  Canadian  federal  and  provincial  governments,  along  with 
most  governments  in  the  industrial  world,  have  utilized  a  wide  range  of 
incentive  programs  to  promote  industrial  growth,  minimize  regional  indus¬ 
trial  disparities,  and  improve  the  international  balance  of  payments  position 
by  stimulating  exports  and  reducing  dependence  on  imports.  Such  programs 
employ  incentives  in  the  form  of  grants,  subsidies,  tax  relief,  and  government 
procurement  regulations.  While  many  of  these  programs  have  an  indirect 
stimulating  effect  on  investment,  the  following  comments  concentrate  on 
policies  directly  aimed  at  stimulating  investment. 

The  rationale  for  a  program  of  tax  concessions  to  stimulate  investment  is 
a  perceived  future  shortfall  in  the  level  of  investment  necessary  to  allow  the 
economy  to  grow  at  its  potential  non-inflationary  rate.  There  are  two  dis¬ 
tinct  analyses  of  the  reasons  for  a  perceived  short-fall.  In  one  the  major 
problem  is  conceived  of  as  an  insufficient  flow  of  national  saving  to  finance 
the  required  volume  of  capital  investment.  In  this  case  the  appropriate  policy 
response  would  be  tax  incentives  to  increase  the  volume  of  saving  in  the 
economy.  The  other  analysis  focuses  on  those  factors  that,  in  spite  of  an 
adequate  How  of  savings,  operate  to  inhibit  business  from  initiating  the 
required  volume  of  capital  investment.  These  short-term  factors  include  low 
levels  of  aggregate  demand,  low  capacity  utilization  rates,  low  rates  of  return 
on  new  investment,  uncertainties  regarding  the  post-control  behaviour  of 
wages  and  prices,  and  the  situation  in  Quebec.  Longer-term  influences  in¬ 
clude  the  negative  impact  of  environment  regulations,  higher  energy  costs, 
fears  of  a  persistent  decline  in  rates  of  return  on  new  investment,  uncertain¬ 
ties  regarding  the  political  and  economic  environment  in  which  business  will 
operate,  and  the  extent  of  future  government  encroachment  on  decision¬ 
making  in  the  business  sector.  With  such  a  broad  variety  of  deterrents  to 
achieving  the  optimum  level  of  investment,  it  is  clear  that  direct  investment 
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incentives  can  provide  only  a  partial  solution  to  the  underinvestment  prob¬ 
lem. 

Investment  tax  incentives  fall  into  two  broad  categories:  those  tied 
directly  to  an  increase  in  investment  —  expenditure-oriented,  such  as  an 
investment  tax  credit  or  accelerated  capital  cost  allowances;  and  those  aimed 
at  increasing  the  after-tax  income  of  the  company  —  result-oriented,  provid¬ 
ing  cash  flow  for  further  investment.  The  United  States  has  made  more 
active  use  of  investment  tax  credits  than  accelerated  capital  cost  allowances, 
whereas  Canada  has  concentrated  more  on  capital  cost  allowances  than  on 
investment  tax  credits.  The  scaled  reduction  enacted  in  1973  in  the  corpo¬ 
rate  tax  rates  from  49  to  40  percent  for  manufacturing  and  processing  com¬ 
panies,  is  the  principal  recent  example  of  a  result-oriented  incentive. 

The  appropriateness  of  investment  tax  incentives  as  a  policy  option 
depend  on  whether  the  realized  benefits  outweigh  the  costs.  The  benefits 
could  arise  in  several  ways:  from  an  increase  in  total  business  investment 
above  that  which  would  have  occurred  in  the  absence  of  the  incentive;  from 
the  stimulation  of  investment  in  a  specific  industrial  sector  which  was  per¬ 
ceived  to  be  particularly  important  in  spurring,  over-all  growth;  from  stimu¬ 
lation  of  investment  in  a  particularly  low  growth  region.  Canada  has  utilized 
all  three  approaches  to  tax  incentives. 

A  distinction  needs  to  be  made  between  incentives  designed  to  cushion 
the  amplitude  of  a  cyclical  downturn  by  advancing  the  timing  of  investment 
projects  and  those  aimed  at  restructuring  the  industrial  base  and  ensuring 
that  an  adequate  stock  of  cost-competitive  industrial  capacity  will  support 
an  economy  growing  at  potential  rates.  Since  current  and  prospective  eco¬ 
nomic  trends  in  North  America  and  overseas  point  towards  the  persistence  of 
highly  competitive  markets,  incentives  that  stimulate  investment  over  the 
longer  run  demand  the  highest  priority. 

With  the  burden  of  maintaining  a  satisfactory  rate  of  Canadian  economic 
growth  falling  more  heavily  in  future  on  increased  productivity  rather  than  a 
fast-growing  labour  force,  investment  tax  incentives  need  to  be  given  a 
degree  of  permanence  and  certainty  if  they  are  to  have  a  maximum  impact  in 
stimulating  investment.  The  ideal  long-range  approach  is  a  policy  of  tax 
reduction  at  the  personal,  corporate,  and  retail  sales  levels.  Such  a  policy 
would  interact  positively  within  the  investment  decision-making  process  at 
all  the  critical  negative  points  that  currently  impede  investment.  Cuts  in 
personal  and  retail  sales  tax  would  stimulate  market  growth,  and  assist  in 
lowering  the  inflation  rate.  With  consumer  after-tax  incomes  rising,  there 
would  be  a  better  prospect  of  holding  wage  settlements  and  unit  labour  costs 
to  competitive  levels  with  U.S.  trends.  Cuts  in  corporate  taxes  would  im¬ 
prove  both  rates  of  return  on  new  investment  and  corporate  cash  How.  The 
secular  decline  in  the  ratio  of  after-tax  profits  to  GNP  (Figure  A6)  is  a  rough 
measure  of  a  declining  rate  of  return  on  investment,  an  important  deterrent 
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to  capital  investment  expansion.  With  such  a  list  of  positive  results  in  its 
favour,  there  can  be  little  quarrel  with  the  soundness  of  such  a  policy.  But 
with  the  large  current  cash  deficit  of  the  federal  government,  the  tight  bud¬ 
gets  of  provincial  and  municipal  governments,  and  their  large  fixed  expendi¬ 
ture  commitments,  practical  implementation  of  the  policy  becomes  difficult. 
Nevertheless,  Canada  faces  such  serious  problems  with  respect  to  competi¬ 
tiveness  and  structural  imbalance  that  nothing  less  than  a  progressive  lower¬ 
ing  of  the  over-all  tax  burden  on  individuals  and  corporations  is  likely  to 
direct  the  economy  into  a  strong  pattern. 

Recognizing,  however,  that  in  the  short  run  the  scope  for  any  significant 
lowering  of  the  over-all  tax  burden  is  limited,  there  is  a  constructive  role  for 
selective  increases  in  investment  tax  incentives.  To  ensure  that  tax  conces¬ 
sions  are  tied  as  closely  as  possible  to  new  capital  expenditures,  an  indefinite¬ 
ly  extended  increase  in  the  investment  tax  credit  would  be  the  preferred 
mechanism.  While  more  liberalized  capital  cost  allowances  have  a  stimulating 
effect  on  investment,  the  current  level,  when  adjusted  for  inflation  account¬ 
ing,  is  generous  by  international  standards  but  has  the  disadvantage  of 
becoming  less  valuable  over  time,  favouring  companies  that  are  capital  inten¬ 
sive  with  large  yearly  investment  programs,  rather  than  smaller  ones  in  great¬ 
er  need  of  tax  relief.  With  regard  to  sales  taxes,  the  federal  and  Ontario 
governments  have  reduced  taxes  on  categories  of  investment  equipment,  and 
further  initiatives  along  this  line  would  be  constructive. 

It  is  difficult  to  find  hard  empirical  evidence  identifying  increases  in 
investment  associated  with  specific  programs  of  investment  tax  incentives. 
The  few  studies  conducted  in  the  United  States  and  Canada  have  found  a 
positive  correlation,  but  at  the  cost  of  a  considerable  loss  in  corporate  tax 
revenue.  The  effect  of  Canadian  tax  incentives  has  been  analysed  in  three 
studies  —  the  Report  of  the  Corporate  Tax  Measures  Review  Committee  to 
Parliament  in  June  1975,  a  report  by  R.  M.  Hyndman  on  the  efficiency  of 
Recent  Corporate  Income  Tax  Reductions  for  Manufacturing  ( Canadian  Tax 
Journal ,  Vol.  22),  and  a  report  by  Carlton  Braithwaite  of  the  Economic 
Council  of  Canada. 

These  reports  assessed  the  impact  on  new  investment  of  budgetary  tax 
changes  effective  1  January  1973  reducing  the  corporate  tax  rate  from  49 
percent  to  40  percent  for  general  manufacturers  and  processors  and  intro¬ 
ducing  a  two-year  capital  write-off  period  for  manufacturing  and  processing 
machinery  and  equipment  acquired  between  9  May  1972,  and  31  December 
1974.  The  parliamentary  committee  report  estimated  that  on  the  basis  of 
statements  received  from  1 ,288  companies  the  tax  incentives  had  resulted  in 
increased  investment  of  roughly  $1.8  billion,  or  20  percent  of  their  total 
planned  investment  for  the  period.  While  the  objectivity  of  company  replies 
was  regarded  with  some  scepticism,  a  positive  correlation  between  the  invest¬ 
ment  incentive  program  and  capital  spending  clearly  emerged.  Both  the 
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Hyndman  and  Braithwaite  studies  estimated  the  additional  investment  stimu¬ 
lated  by  the  two  measures  to  be  positive  but  below  the  estimates  of  the 
parliamentary  committee  report.  The  stimulus  was  stronger  for  the  machin¬ 
ery  and  equipment  sectors  than  for  construction. 

As  might  be  expected,  the  stimulation  is  greatest  when  there  is  optimism 
regarding  other  factors  that  influence  investment  decisions,  such  as  the  out¬ 
look  for  markets  and  profitability;  in  today’s  uncertain  environment  the 
stimulation  will  be  less  robust  than  the  more  buoyant  years  of  1972-4. 

Discussion  thus  far  has  concentrated  on  the  use  of  investment  tax  incen¬ 
tives  to  stimulate  capital  spending  beyond  that  which  business  would  under¬ 
take  given  the  uncertainty  of  market  growth  and  rates  of  return,  and 
which  over  the  intermediate  term  would  fall  short  of  providing  the  industrial 
capacity  to  support  a  full  employment  rate  of  economic  growth.  A  similar 
short-fall  in  investment  has  been  postulated  on  the  basis  of  slower  growth  in 
domestic  savings  than  that  required  to  finance  the  optimal  level  of  capital 
spending,  optimal,  that  is,  in  the  sense  of  providing  the  capital  stock  neces¬ 
sary  to  employ  available  resources  fully. 

This  possibility  of  a  capital  shortage  has  been  discussed  as  a  phenomenon 
affecting  both  Canada  and  the  entire  industrial  world.  To  the  classical  econo¬ 
mist  there  can  be  no  such  thing  as  a  capital  shortage,  because  the  financial 
demands  of  an  increase  in  capital  spending  will  cause  interest  rates  to  rise, 
diverting  sufficient  income  from  consumption  to  saving  and  eliminating  any 
short-fall  in  savings.  Given  the  relatively  stable  ratio  of  total  personal  and 
corporate  savings  to  GNP,  the  major  upward  adjustment  in  saving  in  the  final 
analysis  is  expected  to  occur  in  the  government  sector.  A  faster-growing 
Canadian  economy  stimulated  by  a  rise  in  investment  is  expected  to  generate 
the  increase  in  incomes  and  government  tax  revenues  sufficient  to  create  the 
necessary  government  surplus.  Clearly  this  result  depends  on  governments 
continuing  to  exercise  restraint  over  their  expenditures  in  an  environment  of 
buoyant  revenues. 

In  the  real  world,  however,  savings  and  investment  do  not  equate  so 
smoothly;  the  motives  that  lie  behind  the  saving  and  investment  process  are 
quite  dissimilar.  Reliance  on  an  increase  in  government  savings  to  balance  the 
equation  will  be  greeted  with  considerable  scepticism  by  a  Canadian  audi¬ 
ence. 

The  worry  about  a  possible  capital  shortage  arises  because  of  a  prospec¬ 
tive  increase  in  capital  spending  as  a  percentage  of  GNP  at  a  time  when  the 
total  savings  percentage  of  GNP  will  be  declining.  The  case  for  a  short-fall  of 
domestic  savings  relative  to  the  financing  needs  of  capital  investment  in  the 
intermediate  period  ahead  rests  on  two  assumptions:  a  moderately  declining 
rate  of  personal  and  corporate  saving  on  the  one  hand,  and  an  accelerating 
rate  of  capital  spending,  largely  energy-related,  on  the  other. 

It  may  appear  contradictory  to  forecast  a  declining  rate  of  personal 
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savings  after  several  years  of  historically  high  personal  rates.  Figure  A  7  illus¬ 
trates  the  growing  percentage  of  total  savings  contributed  by  personal  savings 
compared  with  the  declining  share  of  corporate  saving.  As  a  percentage  of 
after-tax  personal  income,  personal  savings  are  currently  just  under  10  per¬ 
cent,  compared  to  an  average  of  7.5  percent  over  the  past  ten  years.  The  high 
rate  of  personal  savings  in  recent  years  appears  in  part  to  have  been  a  re¬ 
sponse  by  individuals  to  maintain  the  real  value  of  their  savings  in  a  strong 
inflationary  environment  when  their  expectations  of  continuing  high  infla¬ 
tion  were  also  strong.  Furthermore,  the  uncertain  economic  outlook  and 
high  unemployment  rates  since  1974,  coupled  with  the  availability  of  high 
interest  rates  and  generous  tax  incentives  for  savings  under  the  registered 
retirement  savings  program,  have  tended  to  maintain  personal  savings  at  a 
high  level.  In  the  intermediate  period  ahead,  the  prospect  of  some  decelera¬ 
tion  in  the  rate  of  inflation,  particularly  in  the  expected  rate  reinforced  by 
the  increasing  percentage  of  income  indexed  to  the  cost  of  living,  together 
with  the  slow  dissipation  of  the  current  negative  view  of  the  economic 
outlook,  will  likely  lower  the  personal  saving  rate  closer  to  the  historical 
average. 

In  the  past  two  decades,  a  significant  percentage  of  personal  savings  has 
represented  repayment  of  mortgages  on  owner-occupied  housing.  With  the 
prospect  that  in  the  next  decade  residential  construction  expenditures  will 
decline  moderately  as  a  percentage  of  GNP  and  the  number  of  homeowners 
extinguishing  mortgages  will  rise  relative  to  those  assuming  new  ones,  this 
source  of  saving  may  be  expected  to  decline  moderately. 

Demographic  trends  in  the  decade  ahead  indicate  a  faster  rate  of  growth 
in  the  higher-spending  segment  of  the  population  (20-39  years  and  65  years 
and  over)  compared  with  the  higher-saving  age  group  (40-65  years).  There  is 
some  danger,  therefore,  that  in  the  absence  of  additional  tax  incentives  for 
savers  the  rate  of  increase  in  personal  savings  will  decelerate  in  future. 

As  a  percentage  of  GNP  the  secular  decline  in  after-tax  corporate  profits 
has  been  a  principal  contributor  to  the  declining  trend  in  corporate  saving.  In 
the  highly  competitive  market  environment  that  lies  ahead  there  is  little 
prospect  that  the  corporate  sector  can  improve  its  saving  role  in  the  absence 
of  some  form  of  tax  relief,  a  problem  that  will  be  discussed  in  greater  detail 
later.  Finally,  government  saving  in  the  period  ahead  will  be  biased  down¬ 
ward  by  a  decelerating  rate  of  net  savings  flowing  to  the  government  sector 
from  the  Canada  and  Quebec  Pension  Plans  and  other  government-operated 
pension  funds.  While  an  early  increase  in  the  contribution  rate  could  restore 
the  level  of  government  saving,  the  effect  on  total  saving  would  be  largely 
offset  by  a  decline  in  the  rate  of  personal  saving.  There  is  also  a  downward 
bias  in  corporate  saving  arising  from  the  accelerating  costs  of  funding 
corporate  pension  plans  and  the  large  outstanding  liability  represented  by 
the  unfunded  portion  of  existing  plans.  The  trend  toward  adjusting  pensions 
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for  inflation,  by  calculating  pensions  on  earnings  close  to  retirement  age  and 
by  assuming  a  partial  indexing  of  pensions,  will  continue  to  absorb  an 
increasing  percentage  of  corporate  cash  flow. 

In  contrast  to  the  negative  prospect  for  maintaining  or  increasing  the 
personal  and  corporate  saving  rate  over  the  intermediate  term  in  the  absence 
of  additional  tax  relief,  the  likelihood  of  an  increase  in  the  demand  for  funds 
to  finance  an  accelerating  rate  of  energy-related  capital  spending  is  a  view 
shared  by  all  major  forecasts  of  Canadian  capital  spending  for  the  next 
decade.  These  forecasts  estimate  an  increase  in  business  investment  as  a 
percentage  of  GNP  ranging  from  roughly  V2  to  2  percentage  points.  There 
would  thus  appear  to  be  some  basis  for  concern  about  the  availability  at  a 
reasonable  cost  of  the  funds  to  finance  the  projected  level  of  investment, 
particularly  during  the  middle  years  of  the  decade. 

In  addition  to  relying  rather  heavily  on  government  surpluses  to  maintain 
a  balance  between  saving  and  investment  during  the  projected  period,  most 
forecasts  assume  continuing  high  levels  of  external  borrowing  to  help  achieve 
the  balance.  For  example,  the  Institute  for  Policy  Analysis  at  the  University 
of  Toronto  predicts  a  net  yearly  average  inflow  of  foreign  capital  amounting 
to  $4.1  billion  over  the  period  1976-81.  This  compares  with  an  estimated  net 
inflow  of  roughly  $4.4  billion  in  1977.  This  continued  heavy  reliance  on 
external  borrowing  raises  two  important  questions:  the  continued  avail¬ 
ability  of  such  funds  at  competitive  costs  and  the  ability  of  Canada  to  absorb 
such  inflows  without  undesirable  restraints  on  monetary  and  fiscal  policy. 

Although  Canadians  in  recent  years  have  widened  their  market  for  exter¬ 
nal  borrowing,  the  U.S.  market  will  continue  to  provide  the  bulk  of  bor¬ 
rowed  funds.  Thus,  the  continued  receptivity  of  this  market  to  Canadian 
securities  is  a  crucial  issue.  While  there  has  been  some  discussion  of  a  possible 
capital  shortage  in  the  United  States  that  would  limit  the  access  to  it  of 
foreign  borrowers,  the  large  size  and  steady  growth  in  that  market  relative  to 
the  projected  Canadian  demands  ought  to  reduce  apprehension  to  minor 
proportions.  A  more  serious  concern  is  that  uncertainties  in  the  Canadian 
economic  and  political  situation,  together  with  the  persistently  large  balance 
of  payments  deficit  and  the  fast-growing  annual  bill  for  interest  and  dividend 
payments  on  external  debt,  will  persuade  major  U.S.  institutional  investors 
in  Canadian  securities  to  lower  the  percentage  of  their  portfolios  invested  or 
to  increase  interest  rates  in  order  to  compensate  for  the  added  risk.  To  the 
extent  that  such  borrowing  is  related  to  financing  energy  projects  or  other 
resource  developments  possessing  products  in  good  demand  in  export  mar¬ 
kets,  the  availability  problem  is  likely  to  be  minimal,  though  interest  costs 
are  likely  to  command  an  historically  wide  premium  over  U.S.  rates.  How¬ 
ever,  other  borrowers  may  well  find  their  access  to  U.S.  funds  both  more 
limited  and  costly. 

From  Canada’s  point  of  view,  continued  heavy  reliance  on  foreign  funds 
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creates  several  problems.  It  has  been  argued  that  since  the  bulk  of  foreign 
borrowing  in  recent  years  has  been  in  debt  form  it  does  not  threaten  Can¬ 
ada’s  drive  towards  greater  financial  and  economic  dependence.  While  that 
may  appear  to  be  the  case  in  any  analysis  of  the  percentage  of  foreign 
ownership  of  Canadian  assets,  in  fact  the  very  rapid  increase  in  interest  and 
debt  repayment  charges  to  foreign  lenders  is  creating  a  dangerous  degree  of 
rigidity  in  the  management  of  Canada’s  balance  of  payments  and  the  level  of 
Canadian  interest  rates. 

Given  the  prospective  slow  growth  in  the  economies  of  the  industrial 
world  and  the  slow  progress  in  realigning  Canada’s  high  cost  structure  with 
that  of  its  major  competitors,  particularly  the  United  States,  the  chances  of 
increasing  our  trade  surplus  or  reducing  our  tourist  deficit  sufficiently  to 
offset  the  deficit  arising  from  external  borrowing  are  not  at  all  certain.  The 
problem,  without  exaggerating  it,  has  sufficient  substance  to  emphasize  the 
need  to  stimulate  the  growth  of  domestic  savings  to  the  fullest  extent 
possible.  Through  such  tax  incentive  measures  as  the  Registered  Retirement 
Savings  Plan,  the  Registered  Home  Ownership  Savings  Plan,  and  the  tax  relief 
granted  the  first  $1000  of  income  received  in  interest  or  dividend  form,  the 
government  has  recognized  this  need.  The  amount  of  funds  invested  in 
RRSP’s  and  RPIOSP’s  in  1976  is  estimated  at  $363  million.  The  difficulty  in 
assessing  the  net  effect  on  total  savings  is  in  determining  the  extent  to  which 
these  plans  stimulated  new  savings,  rather  than  a  flow  of  current  savings 
from  alternative  investment  forms. 

A  problem  in  financing  new  investment,  more  serious  than  a  prospective 
shortfall  in  domestic  savings,  is  the  distortion  that  has  occurred  under 
inflationary  conditions  in  the  flow  of  savings  towards  short-term,  rather  than 
long-term,  debt  instruments  on  the  one  hand  and  towards  debt  and  away 
from  equity  instruments  on  the  other.  This  shift  is  not  surprising,  given 
investor  uncertainty,  attractively  high  interest  rates  on  short-term  savings, 
the  negative  effect  of  inflation  on  corporate  cash  flows  and  profitability,  and 
equity  investor  psychology.  The  effect  of  these  trends  on  the  financial 
structure  of  Canada’s  industrial  corporations  is  illustrated  in  Figure  A8. 

In  addition  to  the  increasing  reliance  of  corporations  on  funds  raised  in 
the  marketplace  rather  than  those  internally  generated,  which  to  a  degree 
increases  financing  uncertainty  for  them,  the  composition  of  these  external 
funds  has  been  skewed  toward  short-term  obligations  and  away  from  equity 
financing.  The  rising  short-term/total  debt  ratio  has  increased  the  financial 
vulnerability  of  the  corporation  to  cyclical  swings  in  credit  availability.  This 
trend  has  been  forced  on  many  corporations  by  investor  preference  for 
short-term  securities  and  the  reduced  cash  flow  of  corporations,  which  for 
some  companies  has  reduced  their  earnings  coverage  of  annual  interest 
payment  on  outstanding  debt  below  that  required  in  bond  covenants  before 
new  debt  can  be  issued,  or,  in  the  absence  of  prior  covenants,  below  the 


41 


interest  coverage  that  investors  require  for  a  new  long-term  debt  financing. 
Most  corporations  have  had  little  difficulty  obtaining  short-term  funds  in 
sufficient  volume,  though  at  a  relatively  high  cost.  The  increasing  incidence 
of  bankruptcies  caused  by  bank  refusal  to  extend  or  increase  credit  lines, 
indicates  the  risk  of  too  great  a  reliance  on  short-term  debt,  a  consideration 
which  has  undoubtedly  restrained  new  capital  investment. 

An  equally  serious  problem  is  the  secular  rise  in  the  debt/equity  ratio. 
This  reflects  the  low  market  price  (frequently  below  book  value)  at  which 
equities  are  currently  selling  in  the  market  —  an  extremely  costly  form  of 
corporate  financing.  The  degree  of  equity  undervaluation  is  indicated  by  the 
number  of  corporations  finding  it  profitable  to  buy  their  own  shares  on  the 
market.  The  rising  debt/equity  ratio  not  only  increases  corporate  financial 
vulnerability  to  fluctuations  in  credit  markets  but  also  inhibits  corporations 
from  issuing  new  long-term  debt.  While  a  decelerating  rate  of  inflation  would 
in  the  long  run  greatly  help  to  correct  these  distortions,  an  immediate 
corrective  in  the  form  of  special  tax  incentives  geared  specifically  to  financ¬ 
ing  new  capital  investment  might  be  justified  as  an  interim  measure.  Some 
suggestions  along  this  line  are  presented  below. 


The  outlook  for  investment  and  savings  over 
the  next  five  years 

In  an  attempt  to  assess  business  attitudes  towards  aspects  of  the  invest¬ 
ment  outlook  over  the  next  five  years  the  Council  commissioned  the  Con¬ 
ference  Board  in  Canada  to  carry  out  a  special  survey.  This  survey  was 
composed  of  1 0  questions  and  was  appended  to  the  regular  quarterly 
questionnaire  sent  by  the  Board  to  its  regular  respondents  to  the  Quarterly 
Survey  of  Business  Attitudes  in  October,  1977.  Detailed  results  of  the  survey 
are  contained  in  Appendix  B.  However,  the  findings  can  be  summarized  as 
follows. 

The  questions  asked  deal  mainly  with  inflation,  investment  and  the 
source  of  capital  financing,  environmental  standards,  tariffs  and  produc¬ 
tivity.  With  respect  to  inflation,  it  is  expected  that  price  levels  in  Canada  will 
increase  at  about  the  same  rate  or  more  slowly  over  the  next  five  years  than 
they  have  during  the  past  year.  Very  few  respondents  expect  the  price  level 
to  grow  at  a  faster  rate. 

In  the  area  of  investment,  the  majority  of  respondents  expect  that,  over 
the  next  five  years,  the  level  of  annual  average  capital  investment  expen¬ 
ditures  will  increase  relative  to  the  past  year.  The  factors  most  often  ranked 
in  the  top  five  as  adversely  affecting  the  level  of  planned  investment 
expenditures  include:  government  interference  in  the  decision-making 
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process,  government  tax  policy,  excess  productive  capacity,  national  unity 
and  potential  separation,  and  escalating  labour  costs.  The  average  percentage 
breakdown  of  the  source  of  capital  financing  over  the  past  five  years  and 
expected  over  the  next  five  years  is  highest  for  internal  funds  followed  by 
external  funds  raised  domestically. 

Investment  expenditures  required  to  meet  legislated  environmental  stan¬ 
dards  have  generally  not  made  companies  uncompetitive  internationally  and 
are  not  expected  to  do  so  over  the  next  five  years.  It  is  also  expected  that, 
over  the  same  period  of  time,  a  fifty  per  cent  reduction  in  present  import 
protection  would  not  result  in  existing  facilities  becoming  uncompetitive. 

Finally,  with  respect  to  productivity  over  the  past  five  years,  it  is  felt  by 
the  majority  of  respondents  that,  relative  to  the  United  States,  productivity 
levels  are  lower  or  at  best  equal  to  those  in  the  United  States.  Over  the  next 
five  years,  it  is  expected  that  these  relative  productivity  levels  will  remain 
constant  or  more  in  favour  of  the  United  States. 

Considerable  analytical  research  is  being  carried  out,  both  in  public  and 
private  research  centres,  to  improve  economic  forecasting  of  trends  in 
business  capital  investment.  Recent  research  has  concentrated  on  developing 
forecasting  models  based  on  the  relationship  between  output  and  capital 
input  in  the  production  process.  This  approach  makes  the  forecast  sensitive 
both  to  the  trend  in  capital/output  ratios  and  to  the  growth  trend  for  the 
major  industrial  sectors  of  the  economy.  For  this  reason  the  capital  output 
ratio  approach  is  more  suitable  for  longer-range  forecasting.  In  addition,  over 
the  intermediate  term  other  facts  such  as  the  level  of  business  confidence, 
wage  and  price  behaviour  and  government  tax  and  regulatory  policies  can 
have  a  decisive  effect  on  investment  spending.  The  method  is  useful, 
however,  in  determining  the  volume  of  investment  required  to  sustain  a  given 
rate  of  growth  in  the  economy  over  the  intermediate  or  long  term. 

The  Conference  Board  in  Canada  has  carried  out  several  simulations 
using  its  capital  output  production-based  model  to  determine  the  capital 
investment  required  to  bring  full  employment  (an  unemployment  rate  of  5 
percent)  by  1982.  This  requires  a  6.1  percent  annual  growth  rate  over  the 
period  starting  in  1978.  The  simulation  which  required  the  smallest  increase 
in  capital  spending  to  achieve  this  assumed  a  strong  export  demand  over  the 
period,  a  6.4  percent  annual  increase  in  government  spending,  a  decline  in 
the  inflation  rate  to  5  percent  by  1982,  and  a  total  of  $10  billion  (1971 
dollars)  energy-related  investment  over  the  period.  The  results  of  the 
simulation  are  shown  in  Tables  A30  to  A3 3.  While  this  simulation  can  in  no 
sense  be  regarded  as  a  forecast,  it  usefully  shows  the  large  capital  expendi¬ 
tures  required  to  move  the  economy  to  full  employment.  It  also  illustrates 
the  large  shortfall  (averaging  $10.6  billion  annually  over  the  period)  in  the 
generation  of  domestic  savings  to  finance  these  expenditures.  Particularly 
significant  is  the  fact  that  the  corporate  sector’s  internally  generated  funds 
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would  fall  increasingly  short  of  financing  capital  spending,  the  shortfall 
reaching  a  total  of  $26  billion  by  1982. 

The  Ontario  Economic  Council  has  published  projections  for  the  eco¬ 
nomies  of  Canada  and  Ontario  to  1987.  These  projections  were  prepared  by 
three  economists  at  the  Institute  for  Policy  Analysis  at  the  University  of 
Toronto.*  Since  the  figures  are  presented  and  reviewed  in  a  readily-available 
companion  volume,  they  will  not  be  discussed  here.  On  the  assumptions 
made,  the  projections  of  gross  fixed  capital  formation  in  Canada  are  as 
follows  for  three  selected  years. 


1978 

1982 

1987 

(billions  of  constant  (1971)  dollars) 

Industrial  capital 

16.9 

23.0 

28.3 

energy  5.4 

8.6 

9.5 

other  11.5 

14.4 

18.8 

Residential  construction 

6.1 

7.5 

9.6 

Social  capital 

4.4 

5.5 

7.1 

Total 

27.4 

36.0 

45.0 

Capital  formation  as 

a  percentage  of  GNP 

21.6 

23.1 

23.3 

The  shares  of  total  Canadian  capital  formation  (current  dollars)  financed 

by  major  sources  of  savings  for  the  same  three  years  are  projected  as  follows 

(the  total  does  not  add  to  100.0  because  of  residual  error  of  estimate  and 

omission  of  some  negligible  items). 

1978 

1982 

1987 

% 

% 

% 

Personal  saving 

23.1 

15.1 

11.5 

Government  gross  saving** 

3.8 

13.3 

12.7 

Capital  inflow  from  abroad 

10.5 

9.5 

13.8 

Corporate  retained  earnings 

Capital  consumption  allowances 

56.8 

58.7 

59.5 

These  same  projections  suggest  an 

unemployment  rate  for  Canada  of  7.9 

percent  in  1978,  6.7  percent  in  1982  and  5.9  percent  in 

1987. 

*John  A.  Sawyer,  D.  Peter  Dungan, 

John  W.L.  Winder. 

,  The 

Ontario  Eco- 

no  my,  1978-1987:  Update  1978. 

(Toronto:  Ontario  Economic  Council 

1978).  See  particularly  tables  1.3,  2.2  and  2.3. 

*  includes  government  capital  consumption  allowances. 
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Two  recent  studies  have  focused  more  specifically  on  the  volume  and 
financial  requirements  of  energy -related  capital  investment.9  The  most 
detailed  study  is  that  by  the  Federal  Department  of  Energy,  Mines  and 
Resources,  which  develops  estimates  over  the  period  1976-90  based  on  two 
alternative  scenarios.  The  first  scenario  is  more  optimistic  regarding  the 
development  of  frontier  hydrocarbons,  assuming  6  billion  cubic  feet  per  day 
of  gas,  500  thousand  daily  barrels  of  oil,  and  440  thousand  daily  barrels  of 
synthetic  and  heavy  oil  by  1990.  Three  frontier  pipelines  are  projected,  and 
electricity  demand  is  assumed  to  grow  at  5  percent,  compared  to  its 
historical  rate  of  7  percent.  The  second  scenario  assumes  no  oil,  reduced  gas 
supplies  from  frontier  areas,  no  Mackenzie  Delta  gas,  one  frontier  gas 
pipeline,  and  one  million  barrels  daily  of  synthetic  and  heavy  oil  by  1990,  as 
well  as  continued  growth  in  electricity  demand  of  7  percent.  Tables  A34  and 
A3 5  contain  the  detailed  estimates. 

The  external  (to  the  corporations)  financing  requirements  of  the  energy 
program  under  the  two  scenarios  are  outlined  in  Table  A36.  While  both 
scenarios  call  for  a  total  of  $181  billion  (1975  dollars)  in  energy  capital 
investment  over  the  full  period  of  1976-90,  the  external  financial  require¬ 
ments  are  larger  under  the  second  scenario,  particularly  in  the  1986-90 
period,  because  of  the  heavier  financing  needs  of  the  electric  generating 
sector.  If  one  accepts  the  report’s  assessment  that  the  two  scenarios 
represent  extreme  positions  in  the  development  of  frontier  resources  and  in 
pipeline  construction,  a  compromise  estimate  of  $140  billion  in  external 
financing  requirements  over  the  period  1976-90  and  $85  billion  for  the 
period  1976-85,  can  probably  be  anticipated.  Based  on  historical  experience, 
the  study  estimates  that  borrowing  on  foreign  markets  will  supply  the 
following  percentages  of  external  financial  requirements  —  electricity  43 
percent,  petroleum  57  percent,  and  pipeline  21  percent.  Under  the  first 
scenario  the  dollar  amounts  for  the  period  1976-85  are  petroleum  $4.8 
billion,  pipeline  $5.5  billion,  and  electricity  $23.6  billion.  Foreign  borrowing 
requirements  under  the  second  scenario  are  estimated  as  follows:  petroleum 
$4  billion,  pipeline  $36  billion,  and  electricity  $37  billion. 

The  study  discusses  in  detail  variations  in  energy  pricing  and  financial 
trends  that  would  alter  the  estimates.  The  weight  of  such  variations  would 
indicate  the  need  to  increase  the  financial  adjustments  in  non-energy  sectors 
of  the  economy  to  accommodate  the  energy  program.  An  example  is  cited 
for  the  electric  utility  industry.  The  price  assumption  in  the  first  scenario  is 
an  average  price  in  the  period  1976-90  of  18  mills  per  kwh.  If  in  fact  the 
price  is  held  to  15.3  mills,  the  external  borrowing  requirement  of  the 
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industry  would  increase  by  $26  billion.  (Both  figures  are  in  terms  of  1975 
dollars.) 

Assuming  a  4.3  percent  rate  of  growth  for  the  economy  as  a  whole  over 
the  period  1976-85,  the  study  makes  estimates  of  total  capital  investment 
and  domestic  savings  for  the  period  as  detailed  in  Table  A36.  The  average 
annual  shortfall  in  domestic  saving  in  the  period  1978-85  to  finance  total 
fixed  capital  formation  is  estimated  at  $38  billion  (1975  dollars).  The 
prospective  shift  in  the  percentage  share  of  total  borrowing  by  domestic 
non-financial  borrowers  is  given  in  the  same  table. 

To  accommodate  private  capital  investment  financing,  mainly  energy, 
significant  reductions  are  required  in  the  share  borrowed  both  by  the  govern¬ 
ment  and  residential  construction  sectors.  The  structural  problem  of  re¬ 
directing  a  significantly  increased  volume  of  institutionalized  personal  saving 
from  investment  in  mortgages  to  long-term  corporate  bonds  will  be  ex¬ 
tremely  difficult,  even  with  incentives  in  the  form  of  additional  tax  relief  on 
corporate  bond  income  or  a  widening  yield  differential  in  favour  of  corpo¬ 
rate  bonds  compared  to  mortgages.  Also,  it  seems  clear  that  unless  the 
corporate  sector  receives  more  tax  relief,  the  assumption  in  the  study  that 
corporate  saving  will  increase  at  a  faster  pace  than  GNP  might  be  overly 
optimistic.  It  must  be  stressed  that  the  government  report  is  not  a  forecast 
but  an  estimate  of  investment  and  savings  trends  based  on  a  specific  set  of 
assumptions.  As  such,  it  is  valuable  in  exposing  the  magnitude  of  the 
financing  problems  and  structural  changes  that  will  have  to  take  place  in 
Canada’s  capital  markets  to  accommodate  the  large  prospective  increase  in 
energy-related  capital  investment. 

A  Canadian  Imperial  Bank  of  Commerce  study  has  also  examined  capital 
investment  and  savings  trends  over  the  period  1976-82.  The  principal  conclu¬ 
sions  of  the  study  are  summarized  in  Tables  A37  to  A40.  The  $73.5  billion 
(current  dollar)  capital  investment  estimated  for  the  energy  sector  over  the 
period  1978-82  compares  to  the  Department  of  Energy,  Mines  and  Re¬ 
sources  estimate  of  roughly  $56  billion  (1975  dollars)  over  the  same  period. 
The  average  annual  amount  of  net  foreign  borrowing  over  the  same  period  is 
estimated  at  $6.7  billion.  Assuming  no  change  in  the  tax  structure,  relatively 
optimistic  estimates  for  both  personal  and  corporate  savings  are  made. 
Although  the  EMR  study  does  not  address  the  topic  it  is  apparent  that  the 
financing  of  Canada’s  large  prospective  increase  in  energy-related  projects, 
together  with  the  increase  in  other  private  capital  investment  necessary  to 
permit  the  economy  to  grow  at  its  non-inflationary  potential,  is  to  be 
accomplished,  with  a  sound  balance  between  long-term  debt,  equity,  and 
short-term  obligations  and  a  conservative  reliance  on  foreign  capital,  certain 
measures  need  to  be  taken.  Both  personal  and  corporate  saving  require 
additional  stimulus.  In  the  corporate  sector  specifically,  an  early  adoption 
of  inflation  accounting  and  an  increase  in  the  investment  tax  credit  would  be 


46 


constructive  measures.  The  equity  investor  in  particular  also  needs  more 
encouragement. 

The  studies  referred  to  here  suggest  that  an  increase  in  government  saving 
will  bring  domestic  saving  into  balance  with  investment.  Increase  in  govern¬ 
ment  saving  is  anticipated  as  a  result  of  an  increase  in  tax  revenues  generated 
by  a  buoyant  economy  and  a  deceleration  in  the  rate  of  government 
spending. 


The  outlook  for  selected  major  industries  located 
in  Ontario 

THE  OIL  INDUSTRY 


From  a  capital  investment  point  of  view,  the  oil  industry  in  Ontario  is 
confined  largely  to  the  so-called  downstream  facilities,  that  is,  refining  and 
distribution.  Crude  oil  and  gas  are  produced  in  Ontario  in  relatively  small 
amounts.  The  production  of  oil  in  1976  is  estimated  at  600,000  bbls,  com¬ 
pared  to  consumption  of  200  million  bbls.  The  province  produced  5.5  mil¬ 
lion  Mcf  of  gas,  compared  to  consumption  of  715  billion  Mcf.  Roughly  25 
percent  of  Canadian  refining  and  marketing  facilities  are  located  in  Ontario. 
In  recent  years  substantial  new  refining  facilities  have  developed  in  Ontario, 
based  partially  on  the  expectation  of  exporting  products  to  the  United 
States. 

This  increased  capacity,  together  with  a  forecast  reduction  in  the  growth 
rate  for  oil  and  gas  consumption  to  an  annual  average  of  2.7  percent  over  the 
period  1975-90,  compared  to  a  rate  of  6.5  percent  in  the  1966-73  period, 
suggests  that  an  excess  refining  capacity  in  the  range  of  10  to  15  percent  will 
exist  over  the  next  five  years.  Under  these  conditions,  no  new  major  refining 
facility  is  likely  to  be  constructed  in  Ontario  during  this  period.  Neverthe¬ 
less,  a  substantial  volume  of  new  downstream  investment  is  forecast.  This 
assumes  compliance  with  environmental  regulations,  expanding  facilities  to 
produce  unleaded  gas  (which  is  expected  to  expand  from  a  current  10  to  11 
percent  of  the  gasoline  market,  to  50  to  55  percent  by  1985)  and  modifying 
existing  refining  capacity  to  handle  the  growing  volume  of  synthetic  crude  oil 
that  will  become  available.  The  National  Energy  Board  has  estimated  that 
total  industry  expenditures  in  these  categories  across  Canada  will  total 
around  $9  billion  in  constant  dollars  over  the  period  1975-90.  A  more 
conservative  industry  estimate,  based  on  a  slower  rate  of  gas  consumption 
and  a  lower  volume  of  discretionary  expenditures,  puts  the  total  at  $4  to  $6 
billion  in  constant  dollars. 
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The  percentage  of  these  expenditures  that  will  be  made  in  Ontario  is 
difficult  to  predict  accurately;  but,  since  25  percent  of  Canadian  refining 
capacity  is  in  Ontario,  a  rough  assumption  would  be  that  Ontario  would 
receive  about  the  same  percentage  of  such  expenditures.  This  will  depend  in 
part,  on  the  emergence  of  somewhat  less  competitive  conditions  that  now 
prevail  in  the  market  and,  in  part,  on  the  extent  of  supportive  government 
policies.  A  principal  concern  of  the  industry  with  respect  to  its  downstream 
operations  is  to  improve  profitability  sufficiently  to  provide  more  internally 
generated  funds  to  finance  the  prospective  level  of  capital  expenditures  in 
this  area.  In  order  to  achieve  this,  it  is  important  that  federal  and  provincial 
governments  allow  increases  in  crude  oil  prices  to  be  reflected  in  retail  gas 
prices  with  a  minimum  of  delay. 


RESIDENTIAL  CONSTRUCTION 

As  discussed  in  a  previous  study  on  housing,  published  by  the  Ontario 
Economic  Council,10  both  the  demand  for  housing  and  the  pattern  of 
demand  between  user-owned  or  rental,  high-cost  or  low-cost,  have  been 
significantly  influenced  by  government  policies.  Two  themes  have  dominated 
government  policies  towards  housing.  The  most  consistent  has  been  the 
conviction  that  an  adequate  level  of  shelter  is  not  only  a  basic  right  of  every 
Canadian  but  that  an  adequately  housed  population  is  an  important  factor  in 
achieving  a  dynamic  economy.  A  secondary  theme  has  been  the  usefulness  of 
residential  construction  as  an  anti-cyclical  activity.  This  is  due  to  several 
characteristics  of  the  industry:  its  sensitivity  to  relatively  modest  injections 
of  government  stimulation  in  the  form  of  grants,  subsidies,  or  tax  relief;  the 
fact  that  it  is  labour  intensive,  rather  than  capital  intensive,  so  that  its 
stimulation  has  an  immediate  and  significant  impact  on  employment  levels; 
finally,  the  material  inputs  required  by  the  industry  are  mainly  supplied  by 
the  domestic  market,  rather  than  through  imports,  so  that  each  dollar  of 
government  stimulation  has  a  high  multiple  effect  on  domestic  production 
generally.  Given  the  prospect  of  lower  growth  rate  for  the  Canadian  economy 
in  the  decade  ahead,  with  continuing  high  unemployment  (though  lower 
than  current  rates),  governments  will  be  under  pressure  to  rely  upon  the 
anti-cyclical  role  of  the  industry. 

In  terms  of  the  total  housing  stock  and  yearly  additions  to  this  stock  in 
recent  years,  and  in  comparison  with  trends  in  other  industrial  countries,  it  is 
difficult  to  support  an  argument  that  Canada  has  devoted  an  inadequate 
percentage  of  its  resources  to  the  housing  industry.  What  is  clearly  evident, 

10 Issues  and  Alternatives  1976,  Housing  (Ontario  Economic  Council) 
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however,  is  that  in  spite  of  a  multiplicity  of  government  support  programs 
and  administrative  regulations  there  continues  to  be  a  lack  of  enough 
housing  in  price  ranges  and  in  geographical  areas  where  the  need  for  addi¬ 
tional  adequate  shelter  continues  to  be  a  pressing  priority.  Diverting  addi¬ 
tional  government  funds  towards  the  industry,  without  first  dealing  with  the 
underlying  problem  of  providing  low-income  families  in  urban  centres  with 
adequate  shelter  at  prices  they  can  afford  will  do  nothing  to  solve  the  basic 
problem  and  will  divert  investment  funds  from  sectors  of  the  economy 
where  expansion  can  create  permanent  jobs  and  incomes. 

In  addition  to  redirecting  a  larger  volume  of  new  housing  toward  low- 
income  groups,  there  continues  to  be  growing  demand  for  housing  based  on 
the  trend  in  family  formation,  net  housing  replacement,  and  an  allowance 
for  a  minimum  vacancy  rate.  A  forecast  for  household  formation  rests  on 
certain  basic  assumptions  regarding  population  growth,  age  distribution  of 
that  growth,  and  the  level  of  net  immigration.  The  projections  that  follow 
are  based  on  preliminary  and  unofficial  estimates  developed  by  the  Program 
and  Market  Requirements  Division  of  C.M.H.C.  (Tables  A9  to  A 14).  The 
principal  factor  accounting  for  the  difference  in  the  three  projections  is  net 
immigration  into  the  provinces,  which  can  be  highly  variable.  Projection  2 
corresponds  most  closely  to  immigration  estimates  developed  at  the  Institute 
for  Policy  Analysis  at  the  University  of  Toronto. 

The  family  formation  estimates  are  biased  upward  in  relation  to  popula¬ 
tion  growth  by  the  faster  growth  trend  projected  in  the  20  to  39  age  group, 
where  family  formation  and  home  buying  are  strongest.  Housing  starts  over 
the  period  will  vary  from  the  projections  depending  on  trends  that  occur  in 
income  distribution,  the  availability  and  cost  of  mortgage  funds,  and  the 
relationship  between  increases  in  housing  costs  and  personal  disposable 
income.  The  projection  of  housing  starts  can  be  regarded  as  a  minimum 
figure  to  supply  the  demographic  demand  for  housing.  An  estimate  of  hous¬ 
ing  requirements  by  the  Ontario  Ministry  of  Housing  assuming  net  immigra¬ 
tion  of  50,000  is  illustrated  in  Figures  A9  and  A 10. 


THE  PULP  AND  PAPER  INDUSTRY 

The  pulp  and  paper  industry  over  the  years  has  been  an  important  con¬ 
tributor  to  the  prosperity  and  development  of  the  province.  Apart  from  its 
direct  contribution  in  terms  of  employment  and  incomes,  it  has  supported 
activity  in  a  wide  variety  of  other  industries  —  hydroelectric  power,  chemi¬ 
cals,  machinery  manufacture,  and  construction.  Table  6  illustrates  Ontario’s 
share  of  Canada’s  paper  industry. 
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Table  6 


Selected  data  on  the  pulp  and  paper  industry:  Canada  and  Ontario,  1976 


Ontario  pulp  and  paper 

Canadian  pulp 
and  paper 

Ontario’s  share  of  the 
industry  (%) 

Employment 

21,909 

86,203 

25.4 

Number  of  mills 

39 

152 

25.6 

Newsprint  exported  (%) 

82 

90 

The  province  contains  22  percent  of  Canada’s  commercial  timber.  Over 
the  past  fifteen  years,  the  Canadian  pulp  and  paper  industry  has  dropped  in 
market  share  from  46  to  38  percent  in  the  world  market  and  from  74  to  63 
percent  in  the  U.S.  market.  The  reasons  for  this  decline  include  stiff 
competition  from  lower  cost  production  in  the  southern  United  States  in 
terms  of  wood  supply,  transportation,  and,  in  recent  years,  15  to  20  percent 
lower  wages.  While  the  wood  cost  differential  is  narrowing  as  southern  U.S. 
land  values  and  taxes  rise  to  uneconomic  levels  for  wood  lot  use,  the  cheaper 
transportation  and  wage  costs  (up  to  20  percent  lower  in  mill  operations  and 
100  percent  in  woodland  operations)  continue  to  give  U.S.  production  a 
strong  competitive  edge  over  most  Canadian  mills. 

The  fine  paper  sector  of  the  Canadian  industry  (52  percent  is  located  in 
Ontario)  has  suffered  most  from  U.S.  competition.  The  large  U.S.  market  for 
fine  paper  has  allowed  U.S.  producers  to  install  facilities  that  concentrate  on 
volume  production  of  a  limited  range  of  grades  at  a  low  relative  cost.  The 
Canadian  industry  operates  smaller  plants  producing  a  wider  range  of  grades 
to  supply  the  domestic  market.  Nevertheless,  with  some  tariff  protection  the 
Canadian  industry,  until  the  last  two  years,  operated  with  a  low  but  positive 
profitability.  The  series  of  long  strikes  in  1975-76  and  the  premium  on  the 
Canadian  dollar  allowed  U.S.  producers  to  capture  a  significant  share  of  the 
Canadian  market  with  lower  cost  paper.  Even  with  Canadian  mills  back  at 
full  production  and  the  Canadian  dollar  at  a  discount,  rather  than  a  small 
premium,  this  shift  to  a  U.S.  source  of  supply  has  been  difficult  to  reverse 
completely  due  to  a  continuing  marginal  cost  advantage  for  U.S.  production. 
In  an  effort  to  recover  markets,  Canadian  prices  have  been  cut  to  very  low 
profit  levels.  Another  worry  for  the  fine  paper  industry  is  the  possible  loss  of 
tariff  protection  under  the  current  round  of  GATT  negotiations.  If  this  were 
to  occur  a  number  of  small  plants  would  undoubtedly  be  forced  to  close. 
While  in  the  long  run  this  may  be  a  desirable  step  towards  a  more  efficient 
rationalization  of  Canadian  production  facilities,  given  the  much  lower  U.S. 
construction,  operating,  and  transportation  costs,  it  is  by  no  means  certain 
that  new  Canadian-owned  facilities  will  be  built  in  Canada  rather  than  in  the 
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United  States.  This  conclusion  applies  to  some  degree  as  well  to  other  sectors 
of  the  paper  industry. 

For  a  number  of  years  the  industry  as  a  whole  has  increased  capacity  and 
productivity  by  speeding  up  and  rebuilding  older  machines  and  introducing 
technological  improvements,  such  as  twin-wire  formers  and  more  experimen¬ 
tal  mechanical  pulping  techniques,  such  as  thermal  mechanical  pulping.  The 
increased  use  of  mechanized  logging  operations,  which  lowers  costs  and  per¬ 
mits  the  economic  utilization  of  every  part  of  a  log,  has  not  achieved  the 
same  degree  of  success  in  Northern  Ontario  as  on  the  west  coast,  primarily 
because  of  Ontario’s  more  rugged  terrain  and  less  uniform  mix  of  trees.  The 
scope  for  significant  additional  improvement  in  capacity  or  productivity 
from  speeding  up  or  upgrading  current  equipment  is  a  diminishing  one. 
However,  given  the  prospective  slowdown  in  the  rate  of  world  demand  for 
pulp  and  paper  products,  the  Canadian  industry,  currently  operating  at  82 
percent  of  capacity  with  an  estimated  annual  capacity  growth  to  1980  aver¬ 
aging  1.6  percent  (compared  to  4  percent  in  the  20-year  period  1955-76), 
can  supply  the  expected  demand  with  current  facilities  for  several  years.  The 
current  problem  facing  the  industry  is  not  one  of  physical  capacity  but  the 
ability  to  be  able  to  produce  a  competitive  product  at  a  satisfactory  profit. 

If  the  Canadian  pulp  and  paper  industry  is  to  continue  as  a  viable  grow¬ 
ing  industry  in  the  next  decade,  it  must  find  solutions  to  the  current  serious 
problems  restraining  its  progress.  The  reduction  and  control  of  high-cost 
inputs  and  the  generation  of  sufficient  cash  flow  to  finance  required  invest¬ 
ment  are  paramount  issues.  The  industry  cannot  rely  on  a  50  percent  in¬ 
crease  in  newsprint  prices  or  a  continuation  of  a  discount  on  the  Canadian 
dollar  to  ensure  that  major  new  additions  to  capacity  will  be  profitable. 
Furthermore,  the  industry  cannot  wait  until  the  mid-1980s  when  capacity  is 
likely  to  be  fully  utilized  before  embarking  on  major  initiatives  to  replace 
old  inefficient  facilities  with  modern  ones. 

As  in  other  industries,  faster-growing  domestic  and  foreign  markets 
would,  by  improving  profitability  and  cash  How,  considerably  ease  the  prob¬ 
lems  facing  the  industry.  As  indicated  earlier,  forecasts  of  world  market 
growth  indicate  some  deceleration  in  demand  and  persistence  of  highly  com¬ 
petitive  conditions.  The  emphasis  therefore  must  be  on  controlling  or  reduc¬ 
ing  costs  and  improving  profitability  and  cash  flow.  The  control  of  labour 
and  anti-pollution  costs  are  priority  items.  Both  high  labour  rates  and  costly, 
prolonged  strikes  have  been  major  contributors  to  the  poor  profit  perfor¬ 
mance  of  the  industry  in  recent  years.  While  poor  management  has  in  some 
cases  been  responsible  for  decisions  leading  to  lower-than-optimal  productiv¬ 
ity  performance  or  misallocation  of  resources  due  to  misjudging  markets,  an 
improvement  in  labour-management  relations  that  ties  wage  increases  to  pro¬ 
ductivity  increases  and  reduces  time  lost  through  strikes  is  a  key  prerequisite 
for  a  viable  Canadian  industry.  Management,  labour,  and  government  have  a 
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shared  responsibility  in  solving  this  problem.  Here,  as  in  other  industries, 
governments,  federal  and  provincial,  have  a  particular  responsibility  in  set¬ 
ting  a  conservative  example  in  their  own  wage  settlements  and  in  policies  of 
tax  reductions  at  the  personal  level  to  minimize  upward  pressure  on  wages 
and  prices. 

Governments  can  also  assist  the  industry  more  effectively  in  coping  with 
the  problem  of  compliance  with  anti-pollution  regulations.  While  future  new 
mills  will  have  acceptable  pollution  standards  at  reasonable  cost,  the  tech¬ 
nology  does  not  yet  exist  to  attain  such  standards  in  old  mills  without 
incurring  prohibitive  costs.  This  creates  a  dilemma  for  both  management  and 
government.  Management  questions  the  wisdom  of  spending  a  large  amount 
of  scarce  investment  funds  for  anti-pollution  controls  that  initially  do  noth¬ 
ing  to  improve  productivity  in  an  aging  plant  that  is  rapidly  becoming  less 
competitive.  Government  faces  the  problem  of  enforcing  strict  pollution 
controls  at  the  risk  of  closing  a  number  of  plants  with  the  subsequent  loss  of 
the  jobs  and  incomes  generated  by  these  plants.  A  case  can  be  made  for 
greater  government  support  of  research  into  anti-pollution  technology  and 
more  financial  assistance  in  specific  cases  —  assistance  for  a  mill  that  has  a 
sufficiently  long  expectancy  of  maintaining  its  competitive  position  to 
justify  large  expenditures  for  pollution  control. 

Some  form  of  additional  tax  relief  will  be  required  to  assist  the  industry 
in  building  up  its  resources  to  finance  the  large  capital  expenditures  that  will 
be  required  to  expand  and  rebuilt  competitively.  Since  such  expenditures  are 
not  urgently  required  before  the  early  1980s,  a  plan  that  exempts  some 
percentage  of  profits  from  corporate  taxes,  provided  it  is  deposited  in  a 
government  fund  and  withdrawn  by  the  company  within,  say,  five  years  for 
the  sole  purpose  of  financing  a  new  facility,  or  expanding  existing  facilities, 
deserves  some  study. 

The  industry  has  also  made  representations  to  the  Ontario  government  to 
share  the  responsibility  for  forest  management  of  certain  crown  lands  at  the 
option  of  the  licencee  in  order  to  maximize  efficient  management  and  re¬ 
duce  the  cost  of  this  important  material  input.  With  proper  safeguards  for 
government  and  some  incentives  for  industry,  such  a  proposal  would  seem- to 
merit  serious  study. 


THE  MINING  INDUSTRY 

The  Ontario  metal  mining  industry  produces  roughly  4  percent  of  the 
gross  provincial  product  and  about  20  percent  of  Ontario’s  exports.  It 
directly  employs  41,000  Ontario  residents,  in  addition  to  12,000  in  smelting 
and  refining.  The  indirect  benefits  of  the  industry  —  generating  incomes  in 
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Northern  Ontario  and  a  demand  for  a  variety  of  commodities  and  services  in 
the  south  —  are  a  significant  multiple  of  the  direct  benefits. 

The  position  of  the  mining  industry  in  the  economies  ot  Canada  and  of 
Ontario  is  illustrated  in  Tables  A16  to  A 18.  The  figures  indicate  that 
although  mining  activity  has  declined  moderately  over  the  years  as  a  contrib¬ 
utor  to  over-all  Canadian  production,  it  still  remains  an  important  sector  of 
the  economy,  particularly  in  its  contribution  to  exports.  International  trade 
in  minerals  nets  Canada  a  surplus  of  approximately  $5  billion.  The  figures 
also  illustrate  the  declining  participation  of  Ontario  in  the  mining  industry. 
This  is  partly  because  the  fastest  growing  sectors  of  the  industry,  such  as  iron 
ore,  coal,  and  potash,  are  not  significant  in  Ontario  production  and  partly 
because  the  discovery  and  development  of  new  mines  has  taken  place  at  a 
faster  pace  in  other  provinces.  In  the  period  ahead,  when  an  expanding  trade 
surplus  will  be  required  to  finance  persistent  growth  in  our  non-merchandise 
balance  of  payments  deficit,  the  future  health  of  the  mining  industry  should 
be  a  major  concern  of  government. 

The  current  and  intermediate  outlook  for  the  industry  is  dismal  as  a 
result  of  several  factors.  Under  the  strong  demand  pressure  for  metals  during 
the  late  1960s  and  early  1970s,  the  industry  expanded  and  moved  from  a 
debt-free  to  a  relatively  heavily  indebted  financial  position.  At  the  same  time 
that  the  industry  was  enjoying  a  60  percent  increase  in  prices  (since  1971), 
labour  costs  rose  80  percent  and  taxes  as  a  percentage  of  pre-tax  profits 
increased  from  17  percent  fifteen  years  ago  to  around  41  percent  currently. 

The  energy  crisis  of  1974,  and  the  slump  in  world  economic  activity  that 
followed,  reduced  both  the  demand  and  market  price  for  most  metals  and 
confronted  the  industry  with  a  serious  revenue  squeeze.  Industry  after-tax 
profits  have  grown  less  than  Wi  percent  yearly  since  1973  and  in  constant 
dollars  have  declined  over  6  percent.  It  could  be  argued  that  ten  years  ago, 
when  the  ratio  of  after-tax  profits  to  sales  was  running  around  20  percent, 
even  for  a  high  risk  industry  there  was  justification  for  less  liberal  tax  treat¬ 
ment  of  the  industry.  Ironically,  the  government  moved  in  this  direction 
when  the  industry  was  on  the  brink  of  its  most  critical  financial  crisis 
declining  markets  and  prices  and  inflation-induced  soaring  equipment  and 
labour  costs. 

In  recent  years  the  world  environment  in  which  the  Canadian  metal 
industry  competes  has  altered  unfavourably  for  Canada.  As  political  risks 
diminished  in  many  of  the  resource-rich  underdeveloped  countries  and  lib¬ 
eral  after-tax  rates  of  return  more  than  compensated  for  the  slightly  higher 
risks,  multinational  mining  corporations,  Canadian  as  well  as  foreign,  di¬ 
rected  their  exploration  activity  towards  such  countries.  At  the  same  time 
some  governments  in  developing  countries  were  beginning  to  set  up  their 
own  mining  companies  and,  under  the  pressure  of  deteriorating  balance  of 
payments  deficits,  exported  minerals  in  volume  even  at  uneconomically 
depressed  prices.  It  is  expected  that  world  demand  for  metals  will  improve 
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over  the  next  few  years  and  prices  will  return  to  more  economically  viable 
levels. 

Continued  dynamic  expansion  in  the  industry  does  not  depend  primarily 
on  the  resumption  of  a  rate  of  return  on  established  mines  sufficient  to  cover 
operating  costs  plus  a  reasonable  profit,  but  on  a  tax  climate  that  allows  the 
companies  to  retain  sufficient  cash  flow  to  assume  the  high  risks  and  escalat¬ 
ing  financial  costs  of  exploring  for  and  developing  new  mines  in  remote 
frontier  areas.  Such  a  tax  regime  must  be  competitive  with  that  of  other 
resource-rich  countries  for  which  the  political  risks  in  comparison  with 
Canada,  while  still  greater,  are  steadily  narrowing.  In  a  survey  of  the  capital 
investment  intentions  of  the  industry  conducted  in  spring  1977  by  the  Min¬ 
ing  Association  of  Canada,  development  decisions  had  been  approved  on 
only  eight  new  projects,  including  capital  investment  of  just  over  $250  mil¬ 
lion.  Another  twenty-four  projects,  considered  economically  viable  and 
involving  a  prospective  $1.7  billion  in  capital  investment,  have  been  delayed 
or  deferred. 

The  uranium  sector  of  the  mining  industry  has  often  been  singled  out  as 
the  exception  in  an  otherwise  problem-plagued  industry.  This  assessment  is 
probably  too  optimistic.  The  cost  per  pound  of  exploring  and  developing  a 
new  Canadian  uranium  mine  has  risen  uncomfortably  close  to  current 
market  prices.  The  increasing  development  of  uranium  mines  world-wide, 
coupled  with  the  recent  decision  of  the  Australian  government  to  start 
limited  production  of  its  vast  ore  reserves,  casts  doubt  on  the  possibility  of 
an  early  escalation  in  uranium  prices  that  would  stimulate  an  aggressive 
revival  of  Canadian  uranium  exploration  and  development  over  the  next 
three  to  five  years.  Both  Rio  Algom  and  Dennison  Mines  are  continuing 
expansion  of  ore  facilities  at  Elliot  Lake  involving  capital  expenditures  of 
roughly  $250  to  $300  million  over  the  next  three  to  five  years,  subject  to 
some  success  in  negotiating  new  sales  contracts. 

In  the  years  ahead,  Canada  needs  an  expanding  mining  sector  to  provide 
exports  and  jobs  during  the  transition  to  a  more  rational  and  competitive 
industrial  sector.  The  industry  needs  a  tax  regime  that  recognizes  its  high- 
risk,  capital  intensive,  cyclical  nature,  heavily  hit  by  inflation  in  terms  of 
capital,  labour,  and  production  costs.  The  graduated  Ontario  tax  may  not  be 
appropriate  under  present  circumstances  in  the  industry. 

In  recent  years  governments,  both  federal  and  provincial,  have  become 
interested  in  promoting  further  processing  and  upgrading  of  Canadian 
natural  resources  prior  to  export.  The  motive  has  been  to  capture  the 
additional  employment  and  income  that  further  processing  provides  and 
also  to  supply  a  domestic  source  of  refined  commodities  for  expansion  in  the 
manufacturing  sector.  The  economic  justification  for  such  a  use  of  resources, 
including  the  labour  and  financial  resources  required,  is  the  prospect  of  a 
greater  gain  in  value-added  than  could  be  obtained  in  alternate  uses  of  these 
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resources.  A  decision  to  undertake  further  processing  does  not  automatically 
guarantee  a  net  economic  benefit.  Each  case  needs  to  be  evaluated  on  the 
basis  of  the  costs  and  natural  barriers  that  can  thwart  the  realization  of 
a  net  benefit.  Natural  barriers  include:  the  small  size  of  Canada’s  market  for 
processed  materials  which  exposes  the  product  of  large-scale  efficient  plans 
to  the  vagaries  and  risks  of  the  external  market,  the  long  transport  haul 
involved  in  tapping  external  markets,  and  the  physical  deterioration  that 
occurs  for  some  processed  materials  during  long  transportation  hauls.  While 
these  natural  barriers  are  significant  impediments  in  specific  cases,  parti¬ 
cularly  the  upgrading  of  mineral  resources,  over  a  broader  range  of  commod¬ 
ities  artificial  barriers  have  constituted  a  more  severe  form  of  restraint.  The 
most  important  artificial  barrier  has  been  the  structure  of  tariffs  in  the 
principal  industrial  countries  that  sets  low  rates  on  raw  materials  and 
successively  higher  rates  on  processed  and  fully  manufactured  products. 
Table  A19  illustrates  this  situation  for  some  of  Canada’s  principal  resource 
products.  Cognizant  of  this  problem,  the  federal  government,  in  current 
GATT  trade  negotiations,  has  urged  a  sector  approach  for  raw  materials,  by 
which  the  products  of  a  particular  industry  from  raw  material  through  to 
manufacture  would  receive  more  equal  tariff  treatment. 

It  is  uncertain  how  successful  the  government  will  be  in  obtaining  such 
concessions.  The  current  climate  of  weak  demand  and  excess  refining  capa¬ 
city  for  metals,  particularly  in  the  United  States,  where  industry  and 
Congressional  pressure  is  growing  for  import  quotas  even  on  raw  copper,  is 
certainly  not  favourable  to  a  major  brakthrough  on  this  issue.  The  difficulty 
is  increased  because  Canadian  exports  of  raw  metals  have  gone  principally  to 
foreign  companies,  largely  in  the  United  States,  which  already  have  large 
refining  facilities  originally  built  to  process  their  own  raw  materials.  It  has 
been  argued  that  the  growing  dependence  of  the  United  States  on  external 
sources  of  raw  metal,  coupled  with  expensive  and  rising  U.S.  energy  costs, 
gives  Canada  a  strong  position  in  negotiating  lower  tariff  rates  for  processed 
material.  This  would  be  true  if  Canada’s  cost  and  tax  structure  were  suffi¬ 
ciently  competitive  with  U.S.  conditions  to  compensate  for  higher  transpor¬ 
tation  costs  and  some  loss  of  control  over  product  mix  and  quality. 

When  Canada  appeared  to  have  a  surplus  of  cheap  energy,  available 
financial  reserves,  and  less  social  concern  about  pollution,  a  major  expansion 
in  resource  processing  had  many  attractions.  With  serious  constraints  affect¬ 
ing  all  three  of  these  factors,  a  much  more  critical  appraisal  of  specific 
projects  is  warranted.  There  are  areas  of  the  Canadian  economy  where 
further  processing  can  be  accomplished  without  heavy  use  of  energy  or 
financial  resources  and  with  minimal  pollution  exposure.  One  such  case,  for 
example,  is  the  processing  of  agriculture  products. 


RETAIL  TRADE 


Retail  trade  is  the  largest  and  most  competitive  sector  in  the  Canadian 
economy.  In  1976,  Canadian  consumers  spent  $1  10.5  billion,  or  roughly  58 
percent  of  GNP  on  a  wide  range  of  goods  and  services.  Approximately  60 
percent  of  this  represented  the  purchase  of  goods,  the  bulk  of  which  were 
distributed  through  retail  outlets.  Retail  sales  in  1976  totalled  just  over  $57 
billion,  or  roughly  52  percent  of  total  consumer  spending.  During  the  period 
1966-76  total  retail  sales  grew  by  a  compound  growth  rate  of  9.6  percent  in 
current  dollars  or  by  3.2  percent  in  volume.  In  1974  there  were  roughly 
44,000  retailing  corporations  in  Canada  and  an  estimated  100,000  additional 
unincorporated  outlets.  While  a  precise  current  figure  of  total  employment 
in  retailing  is  not  available,  based  on  the  total  of  726,000  shown  in  the  1971 
census,  a  current  estimate  of  around  900,000  appears  to  be  reasonable. 

Retail  outlets  are  classified  into  three  main  divisions:  chain  stores, 
independents  including  franchise  operations,  and  department  stores.  In  the 
period  1966-76  chain  stores  increased  their  share  of  the  market  from  24.3  to 
30.6  percent,  department  stores  from  8.4  to  17.4  percent,  a  plateau  reached 
in  1973  and  maintained,  while  the  share  of  sales  by  independent  stores 
declined  from  67  to  58  percent.  If  franchised  chains  such  as  Canadian  Tire 
and  GM  dealerships,  which  operate  more  as  chain  than  independent  stores, 
are  excluded,  the  decline  in  the  market  share  of  independents  is  more 
pronounced. 

Because  of  its  highly  competitive  nature,  retail  corporate  profitability  is 
very  sensitive  to  cyclical  declines  in  the  economy,  as  illustrated  in  Table  7, 
which  shows  the  sharp  decline  in  profitability  during  the  1969-70  and 
1975-6  recessions;  the  low  level  of  profitability  has  persisted  through  1977. 

In  1976  capital  investment  by  the  retail  sector  totalled  $822  million, 
roughly  1.9  percent  of  total  Canadian  investment.  In  spite  of  high  levels  of 
capital  investment  over  the  last  decade  in  specific  areas  of  the  industry,  such 
as  shopping  centres,  discount  department  stores,  and  specialized  chains  and 
franchise  outlets,  over-all  growth  in  the  volume  of  new  investment  in  the 
period  1966-76  has  been  at  a  low  annual  average  rate  of  0.4  percent.  On  a 
per  capita  basis,  real  investment  declined  by  1.0  percent  annually.  Ontario’s 
share  of  national  retail  sales  was  37.0  percent  in  1976.  The  Ontario  market 
accounted  for  43.2  percent  of  sales  in  chain  stores,  36.8  percent  in  depart¬ 
ment  stores,  and  33.8  percent  in  independent  stores.  Of  Ontario  sales  20.5 
percent  occurred  in  shopping  centres  compared  to  17.6  percent  lor  Canada 
as  a  whole.  In  1976,  the  volume  of  new  capital  investment  in  Ontario  outlets 
totalled  $198.5  million,  39.6  percent  of  the  Canadian  total,  $69  million 
below  the  peak  expenditures  of  1973,  and  $26  million  below  the  average 
over  the  past  ten  years. 

While  the  decline  in  expenditures  from  peak  rates  established  in  1973 
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averaged  26  percent,  it  was  most  marked  for  independents,  with  a  decline  of 
39  percent.  Capital  investment  per  capita  in  Ontario  retail  outlets  declined  to 
a  ten-year  low  of  $24,  compared  to  a  peak  of  $33.7  in  1973  and  a  ten-year 
average  of  $30.  The  decline  in  constant-dollar  investment  continued  in  1977 
with  an  estimated  drop  of  3.4  percent. 


Table  7 


Retail  sector  profitability 


Net  profit/Sales 
(%) 

Net  profit/Equity 
(%) 

1962 

1.7 

2.2 

1963 

1.9 

2.5 

1964 

1.7 

2.4 

1965 

1.9 

2.8 

1966 

1.9 

2.6 

1967 

1.9 

2.6 

1968 

1.9 

2.5 

1969 

1.5 

2.1 

1970 

1.5 

1.8 

1971 

1.8 

2.3 

1972 

1.9 

2.5 

1973 

1.7 

2.5 

1974 

1.7 

2.7 

1975 

1.5 

2.6 

1976 

1.1 

1.9 

The  outlook  for  capital  spending  in  Ontario’s  retail  industry  over  the 
next  four  or  five  years  is  for  modest  growth,  compared  to  the  strong  growth 
trend  that  characterized  the  first  half  of  the  1970s.  The  background  for  this 
assessment  includes:  a  slower  rate  of  increase  in  the  labour  force  —  estimated 
at  2.3  percent,  compared  to  4.0  percent  in  the  period  1970-5;  a  parallel 
decline  in  personal  after-tax  per  capita  income  from  an  annual  rate  of  5.32 
percent  in  the  1970-5  period  to  2.66  in  1977-82;  the  low  level  of  corporate 
profitability  over  the  past  two  to  three  years  which  not  only  discouraged 
new  investment  but  also  reduced  the  ability  of  the  industry  to  finance  such 
investment;  and  finally  the  reduced  number  of  economically  attractive 
suburban  sites  available  for  development  as  retail  outlets.  On  balance,  an 
average  expenditure  in  constant-dollar  investment  over  the  next  four  to  five 
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years  within  5  percent  ot  current  levels  appears  to  be  a  maximum  prospect, 
modest  though  it  appears. 


HYDRO-ELECTRIC  INDUSTRY 
OVER  VIEW  OF  THE  INDUSTR  Y 


Volume  growth 

The  anticipated  volume  growth  of  delivered  power  energy  (bulk)  in 
Ontario  is  summarized  in  Table  8.  It  is  estimated  that  the  amount  of  energy 
provided  will  increase  from  88,159  kegawatts  in  1977  to  123,692  kegawatts 
in  1982,  representing  an  average  annual  compound  growth  rate  of  7.0 
percent.  All  of  the  increased  supply  will  be  provided  to  the  Ontario  market, 
although  it  is  conceivable  that  some  of  it  will  be  exported  to  neighbouring 
utilities. 


Table  8 

Delivered  power  energy  (bulk) 


Year 

Number  of  kegawatts 

Change  (%) 

1977 

88,159 

1978 

90,230 

2.4 

1979 

96,452 

6.9 

1980 

102,568 

6.3 

1981 

1 15,830 

12.9 

1982 

123,692 

6.8 

Source:  Load  Forecasts:  Capital  Expenditure  Intentions 


Price  trends 

Ontario  Hydro  has  proposed  an  1 1 .4  percent  increase  in  the  bulk  rate  for 
1977.  The  actual  increase  that  will  be  implemented  is  dependent  on  the 
results  of  the  recent  hearings  with  the  Ontario  Energy  Board.  The  increase  in 
bulk  rates  is  expected  to  moderate  to  the  4  to  5  percent  range  in  the  mid 
1980s. 
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Table  9 

Forecast  bulk  rate  increases 


Year 

Percentage  rate 

1976  (A) 

22.0 

1977  (A) 

30.3 

1978 

11.4 

1979 

12.6 

1980 

6.9 

1981 

8.6 

1982 

8.6 

1983 

8.0 

1984 

8.2 

1985 

5.4 

1986 

4.1 

1987 

4.8 

Source:  Bulk  Rate  Increase,  Financial  Forecasts,  1978-82 
Percentage  Increase  $/KW,  LRF  48A,  1983-87 


Dependable  peak  capacity 

Dependable  peak  capacity  is  forecast  to  increase  from  19,676.5  mega¬ 
watts  in  1976  to  27,310.2  megawatts  in  1982,  representing  an  average 
annual  compound  growth  rate  of  5.6  percent.  The  percentage  of  power 
provided  by  the  west  system1 1  is  expected  to  decline  to  3.7  percent  in  1982 
from  4.6  percent  in  1976.  The  average  annual  capacity  factor12  in  that 
period  is  estimated  to  range  from  a  low  of  48.9  percent  in  1977  to  a  high  of 
55.4  percent  in  1982  (see  Table  A20). 


CAPITAL  EXPENDITURES 


Introduction 

When  Ontario  Hydro  is  considering  future  capital  expenditures,  areas 
such  as  technological  advances,  capital  costs,  fuel  supply,  energy  economies, 
and  environmental,  health  and  social  costs  must  be  considered.  Because  of 


11  West  system  comprises  that  part  of  Ontario  that  is  north  and  west  of  Wawa  -  Ontario  Hydro’s 
Northwestern  Region. 

1  2 

The  average  annual  capacity  factor  represents  an  average  capacity  utilization  rate.  In  any  one  day, 
the  load  factor  could  increase  to  the  90  percent  range  during  peak  periods. 
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the  high  capital  costs  of  its  facilities,  emphasis  is  placed  on  both  reliability 
and  lifetime  performance. 

At  present,  there  is  a  need  for  the  development  of  more  efficient  uses  of 
primary  fuels  in  combined  heat  and  power  systems.  Research  and  develop¬ 
ment  is  also  concerned  with  the  potential  uses  of  renewable  energy  sources. 

Capital  expenditure  intentions 

In  order  to  expand  existing  generation  capacity,  Ontario  Hydro  is 
expected  to  increase  capital  spending  from  $1.4  billion  in  1977  to  $3.4 
billion  in  1982.  Over  that  period,  it  is  estimated  that  the  percentage  of 
prospective  capital  expenditures  that  will  be  financed  from  internally 
generated  funds  will  range  from  a  high  of  26  percent  in  1979  to  a  low  of 
23.7  percent  in  1982  (see  Tables  A21  and  A22). 


Impact  of  Ontario  Hydro’s  capital  expenditures  on  industry 

The  general  conclusion  that  can  be  drawn  from  Ontario  Hydro’s  capital 
expenditure  forecast  is  that  very  little  new  investment  by  Hydro’s  suppliers 
will  be  necessary  within  the  next  five  years.  The  value  of  equipment  orders 
in  constant  1977  dollars  is  expected  to  average  about  $750  million  in 
1977-80  and  $850  million  in  1977-83.  The  1970-6  average  was  $750 
million.  Since  the  figure  for  the  last  seven  years  does  not  include  the 
equipment  purchased  through  Lummus  for  the  Bruce  heavy  water  plants,  it 
is  clear  that  the  general  load  on  industry  is  expected  to  show  little  or  no 
increase  over  the  next  several  years. 

It  can  be  said  that  Hydro  suppliers,  who  are  currently  operating  well 
below  their  capacity,  will  have  little  need  or  incentive  to  expand  their 
facilities  in  response  solely  to  Ontario  Hydro’s  forecast  requirements.  It  is 
estimated  that  75  to  85  percent  of  new  capital  equipment  for  Ontario  Hydro 
will  be  manufactured  within  Canada  during  the  next  five  years. 


Productivity 

Labour  productivity  at  Ontario  Hydro  is  expected  to  fluctuate  between 
4.4  percent  and  4.7  percent  in  the  1976-80  period  and  then  increase  to  5.0 
percent  in  1980.  Capital  productivity  is  estimated  to  have  peaked  at  16.8 
percent  in  1976,  to  have  fallen  to  14.6  percent  in  1977  and  will  increase 
slightly  to  16.2  percent  in  1980. 
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Table  10 


Future  productivity  projections  for  Ontario  Hydro 


' 

Labour  productivity  ratio 
(GWh/employee) 

Capital  productivity  ratio 
(GWh/$  million) 

1976 

4.6a 

16. 8b 

1977 

4.4 

14.6 

1978 

4.5 

15.0 

1979 

4.7 

15.9 

1980 

5.0 

16.2 

1981 

— 

15.3 

1982 

— 

15.5 

a  1976  figures  based  on  actual  sale. 

b  Capital  stock  is  in  constant  1975  dollars.  Economic  Forecasting  Series  IV  Major 
Economic  Indicators. 

Note:  Based  on  Ontario  Hydro  Financial  Forecast  (770221)  and  Ontario  Hydro 

1977-80  Work  Program  Budget. 


When  evaluating  investment  plans,  Ontario  Hydro  considers  expenditures 
that  will  improve  productivity.  Expenditures  that  are  being  considered  are 
listed  as  follows: 

—  Computerized  electrical  and  mechanical  drafting  equipment.  Esti¬ 
mated  cost  is  $1%  million,  while  the  expected  return  is  $12  million  over  a 
five  year  period. 

The  revamping  of  Keith  generating  station 
Improved  efficiency  at  Nanticoke  generating  station 
Running  an  experimental  automatic  mail  delivery  system  on  one 
floor  for  possible  future  implementation 

In  1978,  the  building  of  a  new  4  x  1250  megawatt  station. 


Criteria  for  the  formation  of  a  capital  expenditure  budget 

The  chief  determinant  of  the  capital  expenditure  budget  is  the  load 
forecast.  The  budget  is  largely  a  reflection  of  the  expenditures  necessary  to 
maintain  and  expand  the  physical  capability  for  meeting  this  load.  Important 
influences  on  the  expenditures  are  the  standards  set  for  reliability  of  service, 
safety,  and  environmental  impact.  An  upper  limit  on  total  annual  expen¬ 
ditures  is  imposed  by  the  anticipated  availability  of  capital,  which  is  set  in 
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the  near  term  by  provincial  government  decree.  The  choice  between  tech¬ 
nologically  viable  alternatives  for  meeting  the  load  in  compliance  with  the 
established  standards  and  capital  constraints  is  strongly  influenced  by  the 
goal  of  minimizing  internal  economic  cost  (and,  hence,  the  cost  to  the 
customer). 

The  internal  economic  cost  of  available  alternatives  is  compared  by 
discounting  cash  flows  to  a  present  worth,  using  a  discount  rate  which 
reflects  expected  financing  costs  and  financial  policy.  Capital  budgets  show 
expected  capital  expenditures  for  five  years  into  the  future.  In  summary,  the 
most  important  element  influencing  the  approval  of  a  major  capital  expen¬ 
diture  is  the  forecast  of  prospective  market  demand  (the  need  for  the 
project).  The  way  in  which  a  demonstrated  need  is  met  is  most  strongly 
influenced  by  Ontario  Hydro’s  goal  of  minimizing  costs  and  by  the  avail¬ 
ability  of  capital  to  do  this. 

Deterrents  to  expenditure  programs 

There  are  no  deterrents,  as  such,  to  consider  in  approving  Ontario  Hydro 
capital  expenditure  programs  —  they  are  better  thought  of  as  considerations 
to  bear  in  mind  or  constraints  to  be  met.  The  major  deterrents  to  a  capital 
expenditure  program  are  the  uncertainty  regarding  future  demand  and  the 
cost  of  new  facilities.  Uncertainty  regarding  the  volume  of  future  demand 
for  electricity,  given  present  conditions  of  changing  energy  price  relation¬ 
ships,  is  obviously  increased  by  such  factors  as  conservation  ethics,  load 
management  techniques,  inter-fuel  substitutions,  etc.  However,  these  con¬ 
siderations  are  hardly  a  deterrent  or  constraint  to  expenditure  programs 
they  merely  create  an  estimation  and  forecasting  difficulty  which  any 
corporate  planner  meets  to  the  best  of  his  ability,  given  the  state  of  the  art. 
On  the  other  hand,  the  cost  of  new  capital  facilities  may  not  meet  the 
forecast  of  funds  available  —  either  internally  generated  or  otherwise  —  at 
any  given  time.  This  has  been  the  situation  facing  Ontario  Hydro  recently  as 
a  result  of  borrowing  constraints  placed  upon  the  corporation  by  the 
provincial  government.  This  followed  their  analysis  of  the  impact  of  Ontario 
Hydro’s  estimated  borrowing  requirements  upon  the  provincial  credit  rating. 
The  result  has  been  the  cancellation  and  deferment  of  certain  projects 
designed  to  meet  this  constraint  and  implementation  of  an  investment 
evaluation  procedure  designed  to  correspond  with  this  capital  rationing 
situation. 

External  influences  on  capital  expenditures 

Any  changes  in  government,  labour  management,  and  business  policies 
which  can  be  expected  to  affect  the  demand  for  electricity  generating 
capacity  would  have  a  bearing  upon  stimulating  the  capital  spending  program 
of  Ontario  Hydro  assuming:  the  mandate  of  Ontario  Hydro,  as  presently 
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interpreted  remains  unchanged;  present  system  reliability  targets  and  mea¬ 
surement  criteria  remain  unchanged;  and  only  present  conventional  energy  is 
considered.  In  particular,  although  the  relationship  between  forecast  growth 
in  GNE  and  electrical  energy  utilization  may  be  at  worst  spurious  and  at  best 
imprecise,  any  government,  labour-management,  or  business  policies  de¬ 
signed  to  stimulate  secular  economic  growth  can  be  regarded  as  providing  a 
stimulus  to  capital  spending  programmes,  other  things  remaining  equal.  Such 
stimulus  would  include  general  taxation  and  monetary  policy  and  their 
impact  at  a  micro  level.  Taxation  or  other  policies  designed  to  encourage 
growth  in  electricity  intensive  sectors  of  the  economy  would  also  provide  a 
stimulus  at  a  micro  level,  etc. 


RESEARCH  AND  DE  VEL OPM ENT 

At  present,  conventional  fossil-fueled  generation  stations  have  been 
developed  to  the  point  where  only  a  slight  improvement  in  combined 
efficiency  and  reliability  is  foreseen.  Increased  efficiency  for  these  units 
would  mean  either  the  application  of  premium  cost,  clean  fuel  such  as  oil  or 
gas,  or  the  use  of  yet-to-be-developed  large-scale  coal  gasifiers.  Research  and 
development  is  being  undertaken  to  evaluate  new  technologies  that  might  be 
utilized  to  produce  electricity. 

New  generation  technologies 

Multipurpose  plants.  Improved  efficiency  for  Ontario  Hydro  may  be 
obtained  by  combining  heat  and  power  generation.  Increased  energy  costs 
tend  to  favour  the  opportunities  for  and  application  of  combined  heat  and 
power  generation,  but  many  other  factors  must  be  considered.  These  include 
planning  and  organization,  plant  and  load  siting,  reliability  of  heat  supply, 
capital  and  operating  costs,  and  capital  availability.  Where  high-  and  low- 
grade  energy  industrial  applications  exist  side  by  side  (e.g.  the  pulp  and 
paper  industry),  it  is  often  economical  to  install  combined  heat  and  power 
generating  equipment.  However,  it  is  not  efficient  to  install  this  equipment 
when  the  demand  for  low-grade  energy  substantially  exceeds  the  demand  for 
high-grade  energy.  The  reason  for  this  is  that  low-grade  energy  is  expensive 
to  distribute  and  store. 

Conversion  of  solar  energy  to  electrical  power.  Because  of  high  produc¬ 
tion  costs  in  Ontario,  this  is  not  considered  to  be  a  viable  alternative  in  this 
century. 

Wind  power.  Wind  power  may  be  used  to  save  expensive  fuels  at 
locations  remote  from  the  power  grid.  However,  the  low  density  and  unreli¬ 
ability  of  wind  power  in  Ontario  makes  this  source  currently  unfeasible. 

Fusion  power.  Ontario  Hydro  is  currently  following  advances  in  this 
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technology,  although  any  large-scale  production  is  unlikely  in  the  short  and 
medium  term. 

Magnetohydro  dynamic  (MHD).  It  is  unlikely  that  MHD  will  be  commer¬ 
cially  available  in  Hydro  before  1995  because  of  theoretical  inefficiencies 
and  material  problems. 

New  energy  technologies 

Solar  space  heating.  Ontario  Hydro  currently  feels  that  the  use  of  solar 
energy  for  space  heating  will  have  only  a  negligible  effect  on  the  supply  of 
electricity  before  1995.  Test  facilities  are  now  in  place  and  the  results  of 
those  tests  will  determine  its  future  feasibility. 

Heat  pumps.  The  Canadian  Electrical  Association  is  actively  involved  in 
the  development  of  a  more  efficient  and  reliable  heat  pump  for  utilization  in 
the  Ontario  climate.  However,  even  this  improved  design  will  require  a 
long-term  storage  system  or  a  back-up  fuel  that  can  be  stored. 

Bromass.  This  has  been  considered  as  a  source  of  energy  but  it  will  most 
likely  be  harvested  for  the  production  of  food,  fibre,  or  a  synthetic  clean 
transportation  fuel  in  lieu  of  a  source  of  electricity. 


THE  AUTOMOTIVE  PARTS  INDUSTRY 

In  Canada  there  are  currently  462  companies,  mainly  located  in  south¬ 
western  Ontario,  engaged  in  the  manufacture  of  parts  and  accessories  for 
motor  vehicles.  In  1976  their  output  was  valued  at  roughly  $3  billion,  and 
they  employed  approximately  60,000  people.  Exports  account  for  roughly 
80  percent  of  total  production.  In  terms  of  relative  cost  the  industry  in 
general  is  fully  competitive  with  U.S.  suppliers.  The  industry  consists  of  two 
distinct  sectors  —  the  original  equipment  market  (OEM)  and  the  aftermarket. 
The  OEM  is  by  far  the  largest  sector  and  is  dominated  by  the  major  motor 
vehicle  companies  together  with  eight  multinational  independent  producers. 
The  demand  for  original  equipment  parts  which  is  determined  mainly  by  the 
level  of  motor  vehicle  assembly  in  Canada  has  grown  rapidly  over  the  last  ten 
years. 

From  1965-75  motor  vehicle  assembly  increased  by  69  percent  to  a  total 
of  1.4  million  vehicles.  Over  the  same  period  the  demand  for  OEM  parts 
increased  by  238  percent  to  $4.4  billion.  Canadian  production  supplied  $1.3 
billion  of  the  total  -  broken  down  as  follows:  $498  million  by  the  motor 
vehicle  manufacturers’  in-house  facilities;  $368  million  by  eight  multi¬ 
national  parts  producers  operating  in  Canada;  and  the  remaining  $334 
million  from  smaller  parts  producers  in  Canada.  Total  Canadian  production 
of  OEM  parts  increased  by  262  percent  between  1965  and  1975  to  a  total  of 
$2.5  billion,  of  which  $1.2  billion  were  exported.  Capital  investment  in  the 
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industry  increased  rapidly  since  1965;  50  percent  was  financed  from  inter¬ 
nally  generated  funds. 

It  is  estimated  that  the  industry  is  currently  operating  at  around  85 
percent  of  capacity.  Growth  in  Canadian  auto  parts  demand  in  the  period 
ahead,  under  current  patterns  of  production,  which  are  dominated  by  the 
major  auto  manufacturers,  is  expected  to  be  considerably  slower,  6  percent 
per  annum  for  the  domestic  market  and  2  to  3  percent  in  foreign  markets. 
The  low  estimate  for  foreign  sales  reflects  both  foreign  tariffs  and  the 
practice  of  foreign  auto  manufacturers  operating  in  Canada  to  export  mainly 
completed  vehicles  and  the  parts  for  them.  Two  other  factors  limiting  the 
growth  potential  for  Canadian  parts  manufacturers  are  a  levelling  out  in  the 
rate  of  growth  in  automobile  production  as  the  market  nears  the  saturation 
level  and  the  shift  of  the  Canadian  auto  industry  toward  assembly  operations 
rather  than  integrated  production. 

The  prospective  large  capital  expenditures  of  the  auto  industry  to  meet 
national  goals  of  clean  air,  highway  safety,  and  reduced  energy  use,  will  be 
large,  around  $2  billion  annually.  Current  indications  are  that  only  a  small 
percentage  of  this  expenditure  will  be  made  in  Canada.  Part  of  the  reason  is 
that  the  new  production  requires  expensive,  technologically-advanced  equip¬ 
ment  that  produces  at  high  volume,  and  requires  a  large  steady  market  to  be 
profitable.  Unless  changes  are  made  in  the  Auto  Pact  to  ensure  that  Canadian 
parts  producers  are  guaranteed  a  larger  share  of  the  Canadian  market  (the 
present  gap  between  Canadian  consumption  and  production  being  roughly 
$2  billion),  they  are  unlikely  to  assume  the  risk  of  investing  in  such 
high-volume  expensive  equipment,  particularly  when  its  financing  would 
require  large  borrowing  in  the  capital  market. 

New  capital  investment  in  the  auto  parts  industry  is  also  discouraged  by 
the  same  factors  of  business  uncertainty,  labour  unrest,  high  taxes,  and 
over-regulation  by  governments  that  apply  to  Canadian  industry  as  a  whole. 
As  it  is,  with  rapid  changes  in  technology  the  capital  stock  employed  in  the 
auto  parts  industry  is  becoming  obsolete  and  is  not  being  updated  because  of 
uncertainty  regarding  future  market  demand. 


The  influence  of  long-range  trends  on  the 
prospective  volume  of  business  capital  investment 

The  identification  of  long-term  economic  and  financial  trends  in  the 
Canadian  or  world  economy  must  to  a  considerable  degree  be  a  subjective 
analysis.  Over  a  ten-year  period,  political  events,  government  policies,  and 
the  thrust  of  technological  innovations  can  play  a  determining  role  in  the 
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actual  course  ol  events.  However,  within  such  limitations  it  is  possible  to 
identify  certain  underlying  trends  which  are  likely  to  persist. 

The  most  reliable  trend  is  that  associated  with  the  changing  demographic 
protile.  While  not  infallible,  the  changing  age  structure  of  the  population  can 
be  forecast  over  long  periods  with  a  high  degree  of  reliability.  The  Canadian 
demographic  patterns  that  have  particular  relevance  to  capital  spending  are 
the  following: 

A  declining  rate  of  increase  in  the  population  growth  as  a  whole  and 
the  labour  force  in  particular.  This  implies  a  smaller  contribution  to  business 
growth  potential  from  the  labour  force  and  a  greater  reliance  on  improve¬ 
ments  in  productivity.  The  pressure  to  increase  productivity  will  induce 
business  to  invest  more  heavily  in  advanced  technology. 

By  age  groups  the  fastest-growing  segment  is  the  30-39  age  group  and 
to  a  lesser  extent  the  20-30  year  olds.  These  are  the  high-spending,  low- 
savings  groups.  This  group  spends  heavily  on  automobile,  housing,  and 
durable  goods  and  generally  makes  liberal  use  of  consumer  financing.  The 
financial  demands  of  this  sector  tend  to  divert  funds  out  of  the  savings- 
investment  stream  into  the  consumption  stream  and  make  the  accumulation 
of  sufficient  savings  to  finance  the  projected  large  capital  investment  require¬ 
ments  of  the  economy  more  difficult  to  achieve.  The  trend  also  supports  the 
argument  for  additional  incentives  to  increase  the  rate  of  personal  savings. 

The  prospect  of  slower  world-wide  economic  growth  in  the  decade 
ahead,  primarily  in  the  developed  industrial  countries,  suggests  we  are 
entering  an  era  of  intensified  international  competition  as  individual  coun¬ 
tries  look  to  exports  to  maintain  domestic  employment.  The  pressure  to 
increase  exports,  together  with  some  lowering  of  tariff  and  non-tariff  barriers 
to  trade  by  1979  associated  with  the  current  GATT  negotiations,  will  put 
strict  upward  limits  on  the  ability  of  industries  to  pass  along  to  consumers 
uncompetitively  large  cost  increases  resulting  from  low  productivity  or 
accelerating  labour  costs.  It  will  also  generate  increasingly  strong  import 
pressure  from  the  United  States  and  low-cost  developing  countries. 

Considerable  time  will  be  required  to  generate  a  significant  volume  of 
export  business  along  the  lines  suggested.  During  the  build-up  period,  it  is 
imperative  that  Canada  maintain  a  favourable  tax  and  regulatory  climate  to 
encourage  a  maximum  export  flow  of  resource-based  and  manufactured 
products.  Current  major  obstacles  to  increased  export  earnings  in  these  two 
sectors  are  weak  world  demand  and  low  prices  for  mineral  products  and 
uncompetitively  high  costs  for  manufactured  products.  There  is  little  govern¬ 
ment  can  do  to  improve  world  demand  or  prices  for  Canadian  resource 
products.  It  can,  however,  review  and  revise  its  own  taxation,  regulatory  and 
other  policies  impinging  upon  resource-based  industries. 

The  export  problems  of  the  manufacturing  sector  have  received  more 
attention  from  governments  in  for  example,  the  form  of  tax  relief.  But  more 
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may  be  required.  Concern  has  developed  over  a  prospective  continuing 
relative  decline  in  the  contribution  of  the  manufacturing  sector  to  domestic 
activity  and  indirectly  to  export  growth.  By  contrast,  the  service  sector  is 
forecast  to  grow  in  relative  importance.  In  this  connection  it  should  be 
recognized  that  to  a  large  degree  the  service  sector  receives  its  impetus  for 
non-inflationary  growth  from  expansion  in  other  sectors  of  the  economy  and 
the  export  component  of  the  service  sector  is  relatively  small  and  slow-grow¬ 
ing.  The  response  to  the  pressure  emanating  from  differences  in  the  relative 
growth  of  the  manufacturing  and  service  sectors  could  develop,  and  in  fact 
may  already  be  developing,  in  two  directions.  The  first  is  increased  demands 
for  increased  protectionism  in  the  form  of  higher  tariffs,  quotas,  and  sub¬ 
sidies  on  the  one  hand  and  increased  export  incentives  on  the  other.  The 
second  response,  contradictory  and  slower  to  develop  but  likely  to  pick  up 
considerable  momentum  in  the  years  ahead,  is  to  accelerate  efforts  to 
improve  productivity  and  to  reorganize  industries  toward  fewer,  larger,  and 
more  efficient  units,  supported  by  increased  capital  investment  and  tech¬ 
nological  research  and  development.  In  the  developed  countries,  industrial 
expansion  will  increasingly  focus  on  high-technology  activities  in  which  their 
comparative  advantage  of  a  sophisticated  technological  research  base  can 
most  profitably  employ  the  growing  pool  of  highly-skilled,  highly-paid 
labour.  This  trend  is  reinforced  by  the  rapidly  growing  industrial  capability 
of  the  developing  countries  and  the  thrust  of  world  trade  negotiations 
towards  freer  access  for  manufacturing  products  from  the  developing 
countries. 

There  are  a  number  of  well-publicized  reasons  why  Canada  must  not 
promote  protectionism  as  its  prime  response  to  increasing  international 
competition.  The  persistent  increase  in  the  service  component  in  our  current 
international  accounts  —  currently  running  at  $614  billion  annually  and 
increasing  at  an  annual  rate  of  $700-$800  millions-places  a  heavy  burden  on 
an  increased  surplus  from  our  merchandise  transactions  to  keep  our  total 
balance  of  payments  deficit  within  manageable  financial  proportions  without 
driving  the  external  value  of  the  Canadian  dollar  to  an  extreme  discount  with 
all  the  inflationary  pressures  such  a  discount  would  generate.  In  a  world 
sensitive  to  rising  protectionist  sentiment,  retaliation  against  imposition  by 
Canada  of  import  controls  would  be  swift  and  damaging  beyond  the  short¬ 
term  benefits  of  such  controls.  As  Canada’s  principal  trading  partner,  now 
and  in  the  foreseeable  future,  the  United  States  could  take  retaliatory  action, 
a  move  which  on  past  occasions  has  been  prompt  and  effective;  this  fact 
points  up  the  futility  of  such  an  approach  as  a  long-range  solution  to  what 
promises  to  be  a  long-range  competitive  problem.  Specific  industries  whose 
solvency  and  continued  existence  is  threatened  by  a  flood  of  imports  should 
seek  and  be  granted  temporary  relief.  But  it  is  also  vitally  important  that  the 
time  won  for  these  industries  by  such  relief  be  utilized  to  restore  their 
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competitive  position  when  this  is  feasible  or  alternatively  to  facilitate  the 
orderly  transfer  of  resources  out  of  the  industry.  The  scope  for  rejuvenation 
of  such  industries,  given  aggressive,  imaginative  management,  is  probably 
greater  than  appreciated,  but  such  a  response  is  unlikely  to  develop  in  an 
environment  of  escalating  levels  of  protectionism. 

In  a  broader  context,  Canada’s  policy  approach  to  the  task  of  increasing 
exports  in  a  domestic  environment  of  high  relative  costs  persisting  over  a 
number  of  years,  and  an  international  trade  environment  of  severe  competi¬ 
tion,  must  focus  on  improvements  in  productivity  and  encouragement  of 
those  activities  in  which  there  will  exist  a  strong  world  demand  and  in  which 
we  can  develop  a  competitive  advantage  based  on  natural  resource  endow¬ 
ment,  past  experience,  and  research  and  technological  expertise.  Such  poten¬ 
tial  growth  centres  are  to  be  found  in  such  fields  as  agriculture,  resource 
development,  transportation,  communication  and  engineering  (both  consult¬ 
ing  and  construction).  The  expanding  markets  for  such  activities  are  to  be 
found  in  the  fast-growing  developing  countries  that  are  rapidly  moving 
toward  industrial  expansion,  as  well  as  in  industrial  countries. 

The  marketing  requirements  for  tapping  the  markets  for  such  activities 
are  considerably  more  sophisticated  and  complex  than  required  for  the  more 
standardized  range  of  exports.  Such  export  contracts  tend  to  be  large  and  in 
many  cases  packaged  in  an  arrangement  covering  everything  from  engineer¬ 
ing  studies  to  financing.  Because  of  their  size  and  the  wide  range  of  services 
such  contracts  cover,  successful  bidding  demands  a  consortium  approach. 
Canada  has  unique  advantages  in  successfully  bidding  for  such  contracts 
which  at  the  present  time  are  barely  exploited.  It  has  engineering  firms  with 
world-wide  reputations  for  excellence  that  are  in  a  position  to  assume 
over-all  management  of  such  projects  and  to  control  the  subsequent  contract 
bidding  for  construction,  equipment,  and  material  supplies.  Canada  also  has 
a  sophisticated  and  internationally  knowledgeable  financial  industry  in  both 
banking  and  investment,  with  the  ability  to  provide  both  domestic  and 
international  funds  at  competitive  rates  to  finance  such  projects. 

To  facilitate  developments  in  this  area  government  might  consider: 
providing  a  tax  environment  that  is  internationally  competitive  both  at  the 
corporate  and  personal  level  to  allow  Canadian  companies  to  grow  to 
competitive  international  size  and  to  attract  and  hold  the  professional  and 
technologically  skilled  personnel  to  man  and  manage  such  projects.  The  U.S. 
government’s  tax  policy,  for  example,  is  moving  toward  a  greater  recognition 
of  the  need  to  stimulate  investment  in  the  private  sector  by  additional  tax 
relief  for  the  corporate  sector.  It  is  doubtful  that  Canada  can  afford  to  fall 
further  behind  the  United  States  in  the  tax  burden  levied  (federal,  provincial, 
and  municipal)  on  the  business  sector,  both  at  the  corporate  and  personal 
level. 

—  Government  sould  review  and,  if  necessary,  amend  those  legal  provi- 
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sions  and  administrative  regulations  of  the  Anti-Combines  Act,  the  Foreign 
Investment  Review  Act,  and  the  Competition  Act  that  would  hinder  the 
formation  or  operation  of  corporate  consortia  formed  to  bid  on  such 
contracts. 

Government  should  review  the  financial  support  for  both  basic  and 
applied  research  at  the  corporate,  as  well  as  at  the  university  or  government 
level. 

Provincial  governments  should  review  the  professional  and  skilled 
manpower  needs  of  such  programs  and  restructure  specialized  training  to¬ 
ward  filling  these  requirements.  They  should  also  establish  additional  high 
quality  technical  schools  in  close  co-operation  with  industry  and  labour 
unions  to  train  the  highly  skilled  technical  specialists  that  will  be  required. 
Labour  legislation  should  be  amended  to  reduce  current  impediments  on  the 
flow  of  skilled  tradesmen  into  the  labour  force. 

The  government  should  broaden  the  insurance  coverage  for  the 
assumption  of  foreign  risks  such  as  expropriation  and  currency  depreciation, 
along  the  lines  of  the  U.S.  Foreign  Investment  Act,  to  encourage  Canadian 
consortia  to  actively  seek  such  business. 

In  the  period  ahead  the  areas  of  strongest  domestic  industrial  expansion 
will  be  those  that  are  capital  intensive,  such  as  energy,  transportation, 
communications,  petrochemicals,  the  development  and  processing  of  raw 
materials,  and  pollution  controls.  Capital/output  ratios  for  many  of  these 
industries  have  been  rising  and  seem  likely  to  continue  to  do  so  in  future, 
and  they  will  increasingly  tend  to  involve  some  government  participation. 
Nevertheless,  the  bulk  of  the  financial  resources  required  to  fund  such 
projects  will  be  raised  in  the  private  sector.  Doubts  have  been  expressed 
about  the  ability  of  the  private  sector  to  generate  the  necessary  volume  of 
savings  to  finance  the  projected  level  of  investment  within  the  present  tax 
structure.  Even  if  one  discounts  the  prospect  of  an  over-all  shortage  of 
capital,  there  still  remains  a  potentially  serious  short-fall  in  the  volume  of 
savings  available  for  long-term  commitment  into  bond  or  equity  form, 
particularly  the  latter,  required  to  fund  long-term  investment  projects. 

While  government  tax  policies  have  been  modified  to  some  extent  to 
encourage  bond  and  equity  investment,  additional  incentives  may  be  neces¬ 
sary  to  assure  the  required  volume  of  long-term  investment.  Some  progress 
can  be  expected  in  improving  the  volume  of  corporate  retained  earnings 
through  the  adoption  of  some  form  of  inflation  accounting  and  modest 
reduction  in  the  corporate  tax  rate.  But  the  degree  of  corporate  tax  relief 
against  the  background  of  only  modest  deceleration  in  the  secular  decline  in 
corporate  profitability  will  not  likely  be  sufficient  to  reduce  increasing 
corporate  financial  dependence  on  external  financing. 
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Table  A2 

Post-war  investment  cycles 


Series 

Number 
of  cycles 

Average 

duration 

(quarters) 

Average 

upswing 

duration 

Average 

downswing 

duration 

Residential  construction 

6 

18.5 

13.5 

5.0 

Non-residential  construction  4 

53.0 

42.5 

10.5 

Machinery  &  equipment 

4 

17.5 

10.8 

5.8 

Source:  Toward  More  Stable  Growth  in  Construction  —  Economic  Council  of  Canada 

Table  A3 

Quarters  by  which  sector  peak  leads  (+)  or  lags  (— )  GNE  peak 

Residential 

Non-residential 

Machinery 

Recession 

construction 

construction 

&  equipment 

1948 

-1 

X 

0 

1951 

+  1 

X 

0 

1954 

X 

-1 

+  1 

1957 

+  3 

-3 

-1 

1960 

+  1 

+  1 

0 

1970 

+  2 

-1 

0 

1975 

-1 

0 

0 

Sector  did  not  peak  within  fourth  quarters  of  GNE  Peak  Statistics  Canada 
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Table  A4 


Size,  growth,  and  instability  of  demand  for  construction  by  major 

investment  components,  1948-70 
(in  1961  dollars) 


Construction  investment 
component 

% 

Construction 

investment 

Average 

annual 

growth 

rate 

Instability 

Annual 

averages 

Share 

Variations 
from  trend 

Contribution 

($  Million) 

% 

% 

% 

% 

Transportation 

471 

8 

3.9 

24 

18 

Government1 

1,277 

23 

6.5 

11 

12 

Mining 

375 

7 

8.5 

19 

9 

Utilities 

524 

9 

4.6 

12 

8 

Manufacturing 

409 

7 

4.9 

17 

8 

Services 

216 

4 

8.1 

17 

7 

Finance,  insurance  and  real  estate 

188 

3 

8.5 

25 

4 

Trade 

157 

3 

0.3 

16 

3 

Forestry 

29 

1 

2.4 

15 

1 

Construction 

13 

— 

-0.1 

21 

— 

Agriculture 

132 

2 

3.5 

13 

— 

Fisheries 

1 

— 

-3.9 

46 

— 

Residential  construction 

1,841 

33 

4.1 

11 

30 

Total  construction  expenditures 

5,633 

100 

100 

Source:  Toward  More  Stable  Growth  in  Construction  p.  1 17 
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Table  A5 

Output  per  dollar  of  Capital  Stock  (at  replacement  cost)  for  Canada  and  the  U.S.  by  major  industry  groups 

1972 
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Table  A6 

Rate  of  capacity  utilization  —  Canada 
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Table  A8 

A  Greenfield  Newsprint  Mill  in  Canada 


Capital  cost  (160,000  TPY) 

S  125,000,000 

Depreciation 

20-yr.  straight  line 

Financing 

50%  debt  at  10% 

Annual  Sales  Revenue  Required 

Interest 

$  3,125,000 

Debt  retirement 

3,125,000 

Depreciation 

6,250,000 

Mill  costs  (approx.  $200/ton) 

32,000,000 

Delivery  &  selling  (approx.  $40/ton) 

6,400,000 

10%  after-tax  return  (20%  before  tax) 

25,000,000 

Annual  Total 

$  75,900,000 

Required  selling  price 

$  475  per  ton 

Current  selling  price 

$  305  per  ton 

Required  price  increase 

$  1 70  per  ton 

Table  A9 

Assumptions  on  migration,  fertility  and 

mortality  1977-87 

Projection  1 

Projection  2 

Projection  3 

Net  international  migration 

23,400 

58,500 

93,600 

Net  interprovincial  migration 

-9,400 

-9,400 

-9,400 

Fertility  rate* 

1.85 

1.85 

1.85 

Mortality  rate* 

7.4 

7.4 

7.4 

*as  of  January  1st,  1977 
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Table  A 10 


Population  projections*  for  Ontario 
(in  thousands) 

1977-87 


Year 

Projection  1 

Projection  2 

Projection  3 

1977 

8317.2 

8317.2 

8317.2 

1978 

8395.2 

8430.3 

8465.3 

1979 

8474.0 

8545.0 

8616.1 

1980 

8553.3 

8661.1 

8768.9 

1981 

8633.3 

8778.6 

8923.9 

1982 

8713.7 

8897.2 

9080.7 

1983 

8794.3 

9016.7 

9230.2 

1984 

8874.7 

9136.7 

9398.6 

1985 

8954.7 

9256.8 

9558.9 

1986 

9033.7 

9376.5 

9719.2 

1987 

91 1 1.4 

9495.3 

9879.2 

*as  of  January  1st,  1977 

Table  All 

Population  growth  for  Ontario 

1977-86 

Period 

Projection  1 

Projection  2 

Projection  3 

1977-81 

3.8 

5.5 

7.3 

1981-86 

4.6 

6.8 

8.9 
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Table  A12 


Net  household  formation  for  Ontario 
1977-87 


Year 

Projection  1 

Projection  2 

Projection  3 

1977 

69,800 

80,600 

91,400 

1978 

71,300 

82,900 

94,500 

1979 

72,400 

84,600 

96,900 

1980 

73,200 

86,100 

98,900 

1981 

73,800 

87,100 

100,400 

1982 

74,100 

87,800 

101,500 

1983 

73,600 

87,800 

101,800 

1984 

72,300 

86,700 

101,200 

1985 

69,800 

84,600 

99,300 

1986 

66,200 

81,300 

96,500 

1987 

61,800 

77,300 

92,800 

Table  A 1 3 

Net  housing  replacement  in 

1977-87 

■ 

Ontario  (in  units) 

Year 

Net  replacement 

1977 

7000 

1978 

7200 

1979 

7400 

1980 

7700 

1981 

7900 

1982 

8100 

1983 

8300 

1984 

8500 

1985 

8600 

1986 

8900 

1987 

9100 
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Table  A14 


Allowance  for  vacancies  for  Ontario  (in  units) 

1977-87 


Year 

Projection  1 

Projection  2 

Projection  3 

1977 

2700 

3100 

3600 

1978 

2800 

3200 

3700 

1979 

2800 

3300 

3800 

1980 

2800 

3300 

3800 

1981 

2900 

3400 

3900 

1982 

2900 

3400 

3900 

1983 

2900 

3400 

4000 

1984 

2800 

3400 

3900 

1985 

2700 

3300 

3900 

1986 

2600 

3200 

3700 

1987 

2400 

3000 

3600 

Table  A 1 5 

Approximate  relationships  between  the  mineral  industry  and 

the  Canadian  economy,  1974 

Mineral  industry 
activity  (less  mineral 
fuels)  as  %  of  national 
economic  indicators 

Mining  (%) 

Direct  Effects 

Metallurgical 
extraction  & 
semi-fabricated 
products  (%) 

Total  (%) 

GNP 

2.7 

2.9 

5.6 

Labour  force 

0.9 

1.8 

2.7 

Wages  and  salaries 

1.2 

2.3 

3.5 

Capital  expenditures 

3.4 

3.7 

7.1 

Merchandise  exports 

10.1 

10.1 

20.2 

Merchandise  imports 

1.6 

9.2 

10.8 
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Table  A16 


Canadian  mineral  production  —  growth  rates  by  commodity 


1960-75 

1945-60 

1945-75 

Potash  (1963-75) 

18.8 

— 

— 

Zinc 

10.0 

4.2 

7.0 

Iron  ore 

6.8 

24.6 

15.3 

Copper 

4.6 

6.4 

5.5 

Nickel 

4.4 

6.9 

5.6 

Lead 

3.8 

2.4 

3.1 

Others 

3.3 

1.0 

2.1 

Structural  materials 

1.6 

■  9.2 

5.4 

Asbestos 

.8 

7.6 

4.1 

National  total 

4.8 

5.6 

5.3 

Table  A17 

Canada’s  production  share  of  principal  world  minerals,  1975 

Canadian 

production 

Canadian  share  of 
world  production 
(%) 

Canada’s  rank 
among  world 
producers 

Iron  ore  (000  t) 

44,893 

5.1 

7 

Nickel  (t) 

242,180 

32.2 

1 

Copper**  (t) 

733,826 

10.0 

4 

Zinc**  (t) 

1,055,151 

17.6 

1 

Asbestos*  (t) 

1,643,763 

40.1 

1 

Potash,*  K20  equivalent  (000  t) 

5,776 

24.2 

2 

Gold  (kg) 

51,433 

4.3 

3 

Silver  (kg) 

1,234,642 

13.5 

2 

Lead**  (t) 

349,133 

9.7 

4 

Aluminum  metal  (t) 

887,023 

7.0 

4 

*  Asbestos  and  potash  statistics  are  for  1974 
**Mine  basis 


« 
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Table  A18 


Canadian  mineral  production  —  growth  rates  by  province 


1960-75 

1945-60 

1945-75 

New  Brunswick 

19.8 

6.7 

13.0 

Yukon  Territory 

15.6 

12.4 

14.1 

Manitoba 

1 1.8 

4.3 

8.0 

Northwest  Territories 

8.6 

29.2 

18.5 

Newfoundland  (1949-75) 

8.4 

8.0 

8.2 

Alberta 

7.0 

11.1 

9.0 

British  Columbia 

5.2 

3.6 

4.4 

Saskatchewan 

5.1 

7.1 

6.1 

Quebec 

1.8 

7.0 

4.4 

Nova  Scotia 

1.3 

7.6 

4.4 

Ontario 

1.3 

6.5 

3.9 

National  Total 

4.8 

5.6 

5.3 
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Table  A19 

Import  tariffs,  by  stage  of  processing,  in  effect  in  early  1973 

(percentages) 


EEC 

u.s. 

Japan 

Iron  and  steel:  Ores  and  concentrates 

0.0 

0.0 

0.0 

Un  worked 

3.7 

3.6 

5.5 

Semi-manufactured  products 

6.7 

7.8 

10.2 

Aluminum:  Bauxite 

0.0 

0.0 

0.0 

Alumina 

8.8 

0.0 

0.0 

Un  wrought 

3.6 

4.5 

6.8 

Semi-manufactured  products 

10.9 

7.7 

14.9 

Nickel: 

Ores  and  concentrates 

0.0 

0.0 

0.0 

Unwrought 

0.0 

2.4 

13.4 

Semi-manufactured  products 

5.1 

8.7 

12.3 

Copper: 

Ores  and  concentrates 

0.0 

1.7* 

0.0 

Un  wrought 

0.0 

3.9 

6.6 

Semi-manufactured  products 

7.4 

8.0 

16.5 

Zinc: 

Ores  and  concentrates 

0.0 

10.7 

0.0 

Unwrought 

2.3 

11.2 

3.3 

Semi-manufactured  products 

9.2 

7.9 

10.4 

Lead: 

Ores  and  concentrates 

0.0 

7.6* 

0.0 

Unwrought 

2.7 

9.0 

8.4 

Semi-manufactured  products 

9.2 

7.8 

15.6 

Wood: 

Wood  and  cork  in  the  rough 

1.7 

2.1 

0.3 

Wood-based  panels 

12.7 

12.6 

18.0 

Semi-manufactured  products 

4.4 

2.3 

5.4 

Pulp  and  paper:  Paper  pulp  and  paper  waste 

1.0 

0.0 

3.6 

Paper  and  paperboard 

10.1 

5.5 

9.2 

*  Approximate  ad  valorem  rates  based  on  the  following  prices:  copper  at  46/lb.,  zinc  at 
6.3/lb.,  lead  at  9.9/lb.  Prices  of  all  these  commodities  tend  to  fluctuate  dramatically,  and 
this  affects  the  tariff  rate  as  well. 

Sources:  Ores  and  concentrates,  national  tariff  schedules;  all  others,  GATT  Tariff  Study, 
Summary  Table  No.  2,  Tariff  and  Trade  Profiles,  by  Industrial  Product  Category. 


Table  A20 

Ontario  Hydro’s  peak  capacity 


Year 

Dependable  peak* 
capacity  -  MW 

Annual  energy 
average  MW 

Average  annual 
capacity  factor  % 

E 

W 

Total 

E 

W 

Total 

Total 

1974(A) 

17324.4 

908.1 

18232.5 

8834.3 

605.8 

9440.1 

51.8 

1975(A) 

17762.2 

904.7 

18666.9 

9076.7 

537.6 

9614.3 

51.5 

1976(A) 

18771.8 

904.7 

19676.5 

9741.0 

601.9 

10342.9 

52.6 

1977 

21540.0 

854.7 

22394.7 

10257.4 

694.4 

10951.8 

48.9 

1978 

22475  .0 

854.7 

23329.7 

11010.3 

726.2 

11736.5 

50.3 

1979 

23118.0 

904.7 

24022.7 

11735.5 

770.0 

12505.5 

52.1 

1980 

23449.0 

1059.7 

24508.7 

12477.1 

827.6 

13304.7 

54.3 

1981 

24622.0 

1164.7 

25786.7 

13304.5 

868.3 

14172.8 

55.0 

1982 

26296.0 

1014.7 

27310.7 

14216.9 

908.5 

15125.4 

55.4 

*As  of  December  of  each  year 
A  -  Actual 


Table  A21 

Ontario  Hydro  capital  expenditure  intentions 


Year 

MM$ 

Percentage  change 

1977 

1,380 

1978 

1,590 

15.2 

1979 

2,018 

26.9 

1980 

2,423 

20.1 

1981 

2,842 

17.3 

1982 

3,363 

18.3 

Source:  Comptroller’s  Division  Ontario  Hydro 
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Table  A22 


Ontario  Hydro  percentage  of  capital  expenditures  that  might 
be  financed  from  internally  generated  funds 


Year 

Percentage  of  Total 

1978 

24.5 

1979 

26.0 

1980 

25.5 

1981 

25.1 

1982 

23.7 

*Internally  Generated  Funds  =  (Net  Income  Debt  Retirement  Changes)  + 
Net  Depreciation. 

Source:  Comptroller’s  Division  Ontario  Hydro 


Table  A23 


Capital  expenditures  per  additional  worker 


Year 

1977 

749 

1978 

2,100 

1979 

4,600 

1980 

1,700 

Source:  Ontario  Hydro’s  Work  Program  Budget 
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Table  A24 


Total  manufacturing  industries  in  Canada 

Weighted  average  cost  of  capital 

Rate  of 

return  on 

Debt  & 

Debt  &  tot. 

assets1 

share2 

equity3 

1963 

6.96 

4.51 

5.10 

64 

7.39 

3.98 

4.57 

65 

7.29 

4.09 

4.39 

66 

7.10 

4.15 

5.03 

67 

6.25 

4.45 

4.82 

68 

6.69 

5.48 

5.74 

69 

6.95 

5.31 

5.53 

1970 

5.69 

5.48 

5.77 

71* 

6.63 

5.55 

5.84 

72* 

7.02 

5.16 

5.51 

73 

8.71 

5.43 

6.42 

74 

9.62 

7.39 

9.42 

75 

8.30 

6.95 

10.34 

76 

7.72 

7.22 

9.41 

*Data  for  1972  and  later  not  strictly  comparable  with  earlier  data. 

1  Net  profit  and  interest  payments  (estimated  for  years  1963-71)  over  total  assets. 

2  Short  debt,  long  debt,  share  capital  weighted  by  amount  raised  in  current  years  applied 
to  rate  on  new  demand  loans  and  on  10  industrial  bonds,  both  multiplied  by  100-effec¬ 
tive  tax  rate,  and  reciprocal  of  TSE  P/E  ratio. 

3  Short  debt,  long  debt  and  total  shareholders’  equity  treated  as  in  note  2. 

Sources:  Statistics  Canada,  Industrial  Corporations;  Bank  of  Canada,  Review. 
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Table  A25 


Total  manufacturing  industries  in  Canada 


Year  end 

Curr. 

asset 

ratio1 

Quick 

asset 

ratio2 

Long/short 

debt 

ratio 

Debt  / 
equity 
ratio 

1962 

2.36 

1.26 

2.97 

.42 

63 

2.32 

1.27 

2.90 

.40 

64 

2.25 

1.23 

2.69 

.41 

65 

2.15 

1.18 

2.57 

.45 

66 

2.05 

1.11 

2.38 

.50 

67 

2.06 

1.12 

2.36 

.55 

68 

2.06 

1.15 

2.43 

.53 

69 

2.03 

1.12 

2.18 

.52 

1970 

1.99 

1.08 

2.21 

.54 

71* 

2.02 

1.13 

2.45 

.51 

72* 

1.87 

1.04 

2.09 

.53 

73 

1.82 

1.01 

1.75 

.50 

74 

1.69 

.87 

1.41 

.51 

75 

1.77 

.93 

1.63 

.50 

76 

1.77 

.92 

1.75 

.50 

*Data  for  1972  and  later  years  are  not  strictly  comparable  with  earlier  data. 

1  Ratio  of  current  assets  to  current  liabilities. 

2  Ratio  of  current  assets  less  inventories  to  current  liabilities. 

Source:  Statistics  Canada  .Industrial  Corporations,  1962-1969;  Fourth  Quarter  1971; 
Fourth  Quarter  1975;  First  Quarter  1977. 
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Table  A26 

Private  and  public  investment,  Canada  and  Ontario,  1950-76* 


Construction  New  machinery  and  equipment  Total  new  capital 


Canada 

Ontario 

Ontario 
as  %  of 
Canada 

Canada 

Ontario 

Ontario 
as  %  of 
Canada 

Canada 

Ontario 

Ontario 
as  %  of 
Canada 

Capital  Expenditures  $  Million 

1950 

2,453 

895 

36.5 

1,483 

524 

35.3 

3,823 

1,419 

37.1 

1951 

2,871 

1,023 

35.6 

1,868 

717 

38.4 

4,408 

1,740 

39.5 

1952 

3,434 

1,137 

33.1 

2,057 

762 

37.0 

5,491 

1,899 

34.6 

1953 

3,756 

1,276 

34.0 

2,220 

830 

37.4 

5,976 

2,106 

35.2 

1954 

3,818 

1,317 

34.5 

1,984 

772 

38.9 

5,802 

2,089 

36.0 

1955 

4,456 

1,486 

33.3 

2,075 

785 

37.8 

6,531 

2,271 

34.8 

1956 

5,435 

1,788 

32.9 

2,761 

1.054 

38.2 

8,196 

2,842 

34.7 

1957 

5,880 

2,067 

35.2 

2,933 

1,199 

40.9 

8,813 

3,266 

37.1 

1958 

5,954 

2,144 

36.0 

2,534 

960 

37.9 

8,488 

3,104 

36.6 

1959 

5,792 

1,904 

32.9 

2,708 

966 

36.8 

8,500 

2,900 

34.1 

1960 

5,519 

1,828 

33.1 

2,809 

1,028 

36.6 

8,328 

2,856 

34.3 

1961 

5,630 

1,794 

31.9 

2,662 

1,000 

37.7 

8,292 

2,794 

33.7 

1962 

5,834 

1,936 

33.2 

2,935 

1,118 

38.1 

8,769 

3,054 

34.8 

1963 

6,156 

2,088 

33.9 

3,242 

1,194 

36.8 

9,398 

3,282 

34.9 

1964 

7,032 

2,249 

32.0 

3,948 

1,498 

37.9 

10,980 

3,747 

34.1 

1965 

8,175 

2,533 

31.0 

4,760 

1,846 

38.8 

12,935 

4,378 

33.8 

1966 

9,281 

3,088 

33.2 

5,807 

2,173 

37.4 

15,088 

5,261 

34.9 

1967 

9,474 

3,173 

33.5 

5,874 

2,185 

37.2 

15,348 

5,357 

34.9 

1968 

9,909 

3,485 

35.2 

5,546 

2,094 

37.7 

15,455 

5,579 

36.1 

1969 

10,824 

3,825 

35.3 

6,103 

2,482 

40.7 

16,927 

6,308 

37.3 

1970 

11,319 

4,127 

36.5 

6,479 

2,801 

43.2 

17,798 

6,928 

38.9 

1971 

13,274 

4,662 

35.1 

6,910 

2,798 

40.5 

20,184 

7,460 

37.0 

1972 

14,470 

5,253 

36.3 

7,748 

2,984 

38.5 

22,218 

8,237 

37.1 

1973 

16,953 

5,981 

35.3 

9,666 

3,734 

38.6 

26,618 

9,715 

36.5 

1974 

20,771 

7,088 

34.1 

12,11 1 

4,728 

39.0 

32,882 

11,816 

35.9 

1975 

23,894 

7,481 

31.3 

14,103 

5,551 

39.4 

37,997 

13,032 

34.3 

1976 

26,810 

8,157 

30.4 

15,144 

5,984 

39.5 

41,954 

14,140 

33.7 

*Preliminary  actual  1975,  intentions  1976. 

Source:  SC.  Private  and  Public  Investment  in  Canada. 


Table  A27 

Private  and  public  investment  by  sector,  Ontario,  1 95 0-76 1 

Primary  industries  and  construction  Manufacturing  Utilities 
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Table  A28 


Capital  expenditures  in  manufacturing  —  Ontario  1965-77  ($  million) 


Year 

Food 

and 

beverages 

Rubber 

Textiles 

Clothing 

and 

knitting 

Wood 

Furniture 

and 

fixtures 

Paper 

Printing 

and 

publishing 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

1965 

86 

— 

18 

56 

65 

66 

6 

32 

14 

18 

8 

50 

108 

26 

22 

44 

1966 

100 

43 

26 

53 

63 

58 

11 

46 

15 

21 

10 

50 

91 

16 

26 

46 

1967 

93 

41 

22 

76 

45 

61 

5 

29 

11 

18 

10 

50 

80 

17 

22 

48 

1968 

112 

37 

26 

74 

33 

57 

5 

24 

11 

15 

6 

32 

58 

20 

27 

54 

1969 

114 

44 

33 

66 

38 

49 

6 

20 

22 

15 

6 

50 

65 

17 

35 

62 

1970 

126 

41 

27 

48 

33 

41 

5 

21 

19 

63 

9 

56 

101 

19 

36 

55 

1971 

104 

36 

17 

18 

31 

41 

5 

19 

15 

10 

5 

36 

99 

18 

44 

61 

1972 

111 

39 

4 

59 

42 

45 

7 

19 

21 

17 

7 

37 

66 

15 

34 

52 

1973 

154 

43 

67 

54 

55 

49 

8 

17 

49 

18 

15 

47 

83 

21 

45 

58 

1974 

171 

41 

74 

54 

46 

33 

11 

30 

71 

25 

19 

44 

153 

28 

52 

60 

1975 

156 

39 

62 

50 

63 

39 

15 

44 

61 

23 

14 

47 

205 

36 

56 

59 

1976 1 

175 

42 

53 

60 

57 

55 

6 

24 

36 

16 

7 

35 

288 

40 

49 

55 

1977 1 

188 

39 

68 

67 

44 

51 

9 

32 

44 

19 

7 

35 

269 

31 

45 

46 

1 1976  preliminary  actual;  1977  intentions  -  Public  and  Private  Investment  in  Canada  -  Statistics  Canada 
A  $  million 

B  Percentage  of  Canadian  total 


95 


♦ 


Table  A28  (continued) 

Capital  expenditures  in  manufacturing  —  Ontario  1965-77  ($  million) 


Primary 

metals 

Metal 

fabricating 

Machinery 

Trans¬ 

portation 

Elec¬ 

trical 

Non- 

metallic 

minerals 

Petroleum 

and 

coal 

Chemicals 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

22 

44 

77 

71 

35 

70 

176 

79 

41 

62 

39 

36 

16 

39 

156 

56 

26 

46 

90 

67 

47 

77 

208 

86 

66 

61 

85 

53 

40 

62 

139 

49 

22 

48 

76 

67 

47 

80 

157 

81 

65 

68 

81 

67 

44 

44 

87 

32 

27 

54 

65 

59 

38 

78 

100 

76 

40 

58 

55 

64 

36 

28 

67 

23 

35 

62 

96 

73 

45 

76 

148 

83 

54 

61 

56 

46 

24 

18 

18 

50 

36 

55 

97 

73 

53 

73 

216 

85 

65 

67 

85 

63 

22 

10 

161 

60 

44 

61 

72 

65 

32 

63 

106 

76 

59 

56 

40 

50 

34 

15 

131 

57 

34 

51 

77 

65 

38 

66 

96 

73 

61 

68 

83 

64 

65 

27 

133 

61 

45 

58 

97 

59 

61 

68 

147 

77 

80 

63 

104 

55 

94 

29 

131 

45 

52 

60 

132 

63 

81 

65 

225 

74 

87 

63 

70 

40 

106 

25 

275 

47 

56 

59 

123 

59 

88 

58 

205 

74 

87 

63 

108 

54 

132 

29 

661 

68 

49 

55 

104 

58 

71 

60 

144 

77 

94 

64 

105 

44 

215 

61 

835 

75 

45 

46 

116 

62 

87 

66 

241 

82 

94 

61 

98 

36 

272 

66 

825 

62 

96 


Table  A29 

Capital  expenditures  —  Ontario  1965-77  ($  million) 


Year 

Primary 

industries 

Manufactures 

Utilities 

Trade  and 
financial 

Institutional 

and 

government 

A 

B 

A 

B 

A 

B 

A 

B 

A 

B 

1965 

359 

18 

1182 

51 

690 

28 

460 

36 

884 

33 

1966 

506 

21 

1420 

51 

836 

29 

551 

38 

1073 

33 

1967 

537 

21 

1210 

48 

894 

28 

617 

40 

1179 

36 

1968 

499 

21 

1000 

45 

1030 

32 

593 

40 

1271 

38 

1969 

505 

20 

1256 

48 

1151 

35 

706 

43 

1264 

37 

1970 

570 

45 

1625 

50 

1334 

37 

811 

46 

1300 

37 

1971 

607 

20 

1332 

44 

1554 

39 

884 

46 

1441 

35 

1972 

658 

20 

1341 

45 

1586 

37 

mi 

42 

1504 

35 

1973 

721 

19 

1635 

44 

1805 

35 

1460 

42 

1516 

34 

1974 

898 

19 

4950 

45 

2127 

34 

1781 

41 

1885 

33 

1975 

1051 

18 

5521 

52 

2681 

33 

1771 

34 

2003 

31 

1976 1 

1202 

17 

5272 

56 

2587 

31 

1721 

35 

2030 

31 

1 977 1 

1238 

16 

6077 

53 

2523 

26 

1664 

35 

2095 

29 

1 1976  preliminary  actual;  1977  intentions  -  Private  and  Public  Investment  in  Canada  - 
Statistics  Canada 

A  Ontario  expenditures 

B  Ontario  percentage  of  Canada 
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Key  expenditure  aggregates  (71  const.  $) 
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Net  fixed  non-res.  capital  formation  by  industry  (71  $) 
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Canadian  energy  capital  expenditure  scenarios 
millions  of  1975  dollars 
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Table  A36 

Energy  sector  external  financing  requirements1  1976-90 


(millions  of  $  1975) 


Scenario  A 

1976-80  1981-85  1986-90 

Total 

1976-80 

Scenario  C 

1981-85  1986-90 

Total 

Petroleum  4,290  4,165 

(1,340) 

7,115 

2,510 

4,765 

625 

7,900 

Pipelines  5,710  20,420 

(2,165) 

23,965 

2,030 

12,290 

640 

14,960 

Electricity  18,600  36,200 

48,600 

103,400 

22,300 

38,400 

63,300 

124,00 

Total  28,600  60,785 

45,095 

134,480 

26,840 

55,455 

64,565 

146,860 

1  Energy  mining  industries  are  not  included 

in  this  table  because  their  external  financing  requirements 

are  relatively  insignificant. 

Table  A3  7 

Energy  investment  projections  (millions  of  current  dollars) 

1976 

1977 

1978 

1979 

1980 

1981 

1982 

Petroleum  and  gas  exploration 

and  development 

2,270 

2,700 

2,750 

3,200 

3,800 

4,850 

5,600 

Coal  and  uranium  extraction 

190 

220 

270 

380 

480 

720 

950 

Electric  power  generation  and 
gas  utilities 

4,551 

5,710 

6,500 

7,400 

8,300 

9,350 

10,600 

Pipelines 

342 

380 

450 

600 

1,900 

2,150 

2,000 

Petroleum  arid  gas  products 
(manufacturing  and  refining) 

355 

410 

300 

225 

225 

250 

275 

Total 

7,708 

9,420 

10,270 

11,805 

14,705 

17,320 

19,425 

(per  cent  change) 

(15.0) 

(22.2) 

(9.0) 

(14.9)  (24.6) 

i  (17.8) 

(12.2) 

Sources:  Statistics  Canada;  Canadian  Imperial  Bank  of  Commerce 


Table  A38 


Energy  in  relation  to  total  investment  and  output  (millions  of  current  dollars) 


1976 

1977 

1978 

1979 

1980 

1981 

1982 

Energy  investment 

7,708 

9,400 

10,270 

11,805 

14,705 

17,320 

19,425 

Total  capital  investment 

44,309 

47,765 

53,083 

60,810 

70,030 

80,525 

90,453 

GNP 

190,020 

207,880 

233,090 

264,220 

296,860 

332,670 

364,840 

Capital  investment  as 

per  cent  of  GNP 

23.3 

23.0 

22.8 

23.0 

23.6 

24.2 

24.8 

Energy  investment  as 
per  cent  of: 
total  investment 

17.4 

19.7 

19.4 

19.4 

21.0 

21.5 

21.5 

GNP 

4.1 

4.5 

4.4 

4.5 

5.0 

5.2 

5.3 

Sources:  Statistics  Canada;  Canadian  Imperial  Bank  of  Commerce 
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Table  A39 

Sources  of  gross  saving 


1976 

1977 

1978 

1979 

1980 

1981 

1982 

Personal  savings 

13,398 

13,627 

1.7 

14,100 

3.5 

15,510 

10.0 

17,100 

10.3 

18,880 

10.4 

20,770 

10.0 

Undist.  corp.  prof. 

7,322 

8,770 

19.8 

10,100 

15.2 

12,100 

19.8 

14,100 

16.5 

16,320 

15.7 

18,770 

15.0 

I.V.A. 

-2028 

-3227 

-3500 

-3400 

-3200 

-3500 

-3700 

Government 

329 

0 

610 

1,000 

2,230 

2,500 

2,600 

Non-res. 

4,733 

5,210 

10.1 

5,570 

6.9 

6,300 

13.1 

6,600 

4.8 

7,500 

13.6 

7,700 

2.7 

CCA  &  misc. 

21,798 

24,286 

11.4 

27,200 

12.0 

30,500 

12.1 

34,500 

13.1 

39,700 

15.1 

45,310 

14.1 

Total  saving 

45,552 

48,666 

54,080 

62,010 

71,330 

81,400 

91,450 

Disposition  of 

gross  saving 

Gross  fixed 

44,309 

47,765 

7.8 

53,080 

11.1 

60,810 

14.6 

70,030 

15.2 

80,530 

15 

90,450 

12.3 

Res.  const. 

12,283 

12,717 

3.5 

13,930 

9.6 

16,300 

17.0 

18,330 

12.4 

19,850 

8.2 

20,870 

5.2 

Non-res. 

17,439 

19,000 

8.9 

21,280 

12.0 

24,240 

13.9 

27,950 

15.3 

32,990 

18.0 

38,580 

16.9 

M  &  E 

14,587 

16,048 

17,870 

20,270 

23,740 

27,690 

31,000 

Invent. 

1,243 

901 

1,000 

1,200 

1,300 

870 

1,000 
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Table  A40 


Net  new  funds  raised  in  Canadian  capital  markets 
($  millions;  annual  averages  for  related  time  periods) 


1956-65 

1966-70 

1971-77 

1978-82F 

Bonds  —  public  sector* 

879 

1,238 

3,085 

7,500 

—  private  sector 

430 

624 

1,818 

3,500 

Stocks 

337 

527 

927 

2,200 

Total 

1 ,646 

2,389 

5,830 

13,200 

Total  as  a  per  cent  of  GNP 

4.0 

3.3 

4.0 

4.5 

Bonds  —  public  sector 

212 

693 

2,156 

4,000 

—  private  sector 

205 

352 

807 

2,500 

Stocks 

2 

56 

24 

30 

Total 

419 

1,101 

2,987 

6,530 

Total  as  a  per  cent  of  GNP 

1.0 

1.5 

2.0 

2.2 

Energy  industry  financing  as  percent 

of  total  private  financing 
(domestic  &  foreign) 

n.a 

18.4 

10.1 

17.3 

F  =  forecast 

*excludes  Canada  Savings  Bonds  and  Canada  and  Quebec  Pension  Plans 
n.a.  =  not  available 

Source:  calculated  from  Bank  of  Canada  Review,  Tables  29,  30  and  A14 
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Figure  A1 

Capacity  and  output:  non-farm  goods  producing  sector 
excluding  energy-related  industries 

Capacity  utilization,  seasonally  adjusted 


15 

10 
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0 

5 


RDP 

Annual  percent  growth  in  output  and  capacity  output 

] 

Capacity 

output 

rLn-[lrbl  Jnri  nit  Hi 

art 

1962  1964  1966  1968  1970  1972  1974  1976 


Source:  Capacity  utilization  in  Canada,  an  update,  Warren  Jestin,  Bank  of  Canada  Review  June,  1 977 


Figure  A2 

Rates  of  return  and  the  cost  of  capital  for  nonfinancial  corporations 
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portion,  respectively.  Bond  and  prime  rate  multiplied  by  1 .0  minus  the  corporate  effective  tax  rate. 

Sources:  U  S.  Department  of  Commerce,  Board  of  Governors  of  the  Federal  Reserve  System;  Standard  &  Poor’s  Corp.;  Moody's 
Investors  Services,  Inc. 
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Figure  A3 

Canada:  capital  output  ratio 


Source:  Statistics  Canada:  The  Conference  Board  in  Canada 


Figure  A4 

United  States:  capital  output  ratio 
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Billions  of  Dollars 
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Figure  A5 

Canadian  trade  deficit  for  industrial  machinery 


Source:  Statistics  Canada  (SIC  315  Group) 


Figure  A6 

Profits  as  a  share  of  GNP  -  Canada 


Figure  A 7 

Canada  —  shares  of  total  saving 
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Figure  A8  (a) 

Canada:  internal  vs.  external  financing 


Figure  A8(b) 

Canada:  composition  of  external  financing 


'The  cumulative-  line  is  simply  the  summation  ot  the  annual  flow  data  Thus,  for  example,  the  1 975  figure  of  about 
50%  on  the  short  term  debt/total  debt  line  indicates  that  over  the  period  1961-75  about  half  the  debt  issued  has 
been  short  term 

Figure  A8  (c) 

Canada:  industrial  corporations  debt/equity  ratio 


Figure  A9 

Forecast  of  housing  requirements  (in  thousands) 


1  14 


Source:  Ministry  of  Housing  statement,  September  22,  1 977 


Figure  A10 

Forecast  of  percentage  of  units  by  type  to  accommodate  new  requirements 
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Source  Ministry  of  Housing  statement,  September  22,  1 977 
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Figure  All 

Composition  of  gross  fixed  capital  formation 
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Appendix  B 

Results  of  Questionnaire  on  Business  Attitudes 
to  the  Investment  Outlook  for  the  Next  Five  Years 
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DO  YOU  THINK  THAT  OVER  THE  NEXT  FIVE  YEARS  PRICE  LEVELS  GENERALLY  IN  THE  CANADIAN  5  CONDMY  WILL  INCREASE  AT 
A  FASTER  RATE,  AT  THE  SAME  RATE,  OR  MORE  SLOWLY  THAN  T  FEy'  HAVE  DURING  THE  PAST  YEA*  (  APPROXIMATELY  EIGHT 
PERCENT  )  ? 
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